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IMPACT ON SMALL BUSINESS OF REPLACING 
THE FEDERAL INCOME TAX 


WEDNESDAY, APRIL 24, 1996 

House of Representatives, 
Committee on Ways and Means, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:05 a.m., in room 
1100, Longworth House Office Building, Hon. Bill Archer (Chair- 
man of the Committee) presiding. 

[The advisory announcing the hearing follows;] 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 


FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721 

April 1, 1996 
No. FC-13 


Archer Announces Hearing on 
the Impact on Small Business of 
Replacing the Federal Income Tax 

Congressman Bill Archer (R-TX). Chairman of the Committee on Ways and Means, today 
announced that the Committee will hold a hearing to examine the effect of some of the proposed 
replacement tax systems on small businesses, entrepreneurs, and stan-up companies. The bearing 
will take place on Wednesday, April 24, 19%, in ibe main Committee bearing room, 

1100 Longwortb House Office Building, beginning at 10:00 a.m. 

Oral testimony at this hearing will be heard from public witnesses. Also, any individual or 
organization may submit a written statement for consideration by the Committee and for inclusion in 
the printed record of the hearing 

BACKGROUND : 

In two previous hearings, the Committee on Ways and Means has heard witnesses testily on 
the problems with the current system and some of the economic effects of changing it. In this and 
future hearings, the Committee will examine how the proposed replacement systems would affect 
specific segments of society and the economy. Witnesses will be asked to focus on the advantages 
and disadvantages of some of the proposed replacement tax systems using the following guidelines: 

1 , The basic altemati\'es are; an income tax (with one or more rates); a flat lax (such as 
the one introduced by House Majority Leader Dick Armey); a national sales tax (such as the one 
introduced by Reps. Schaefer and Tauzin); a value added tax (both invoice-credit and subtraction 
methods); and an income tax system with an unlimited savings deduction (such as the USA tax 
system introduced by Senators Domenici and Nunn). 

2. The alternatives, whenever possible, should be considered in their pure, concepmal 
form (i.e., witnesses are discouraged from focusing exclusively on all the permutations of a so-called 
"flat tax" or on which items should (or should not) be exempted from a lax). 

3. Any new tax system would replace the individual income tax, the corporate income 
lax. and estate and gift taxes. Witnesses could also consider replacement of payroll taxes and excise 
taxes, as long as they consistently considered such replacement for all proposed tax systems. 

4, Replacement must be deficit-neutral, both in the short-term and the long-term. 

Following this hearing, the Committee will continue to examine the impact of the proposed 
alternatives, including the effects on: individuals and families; employee benefits and retirement and 
personal savings incentives; international trade; home ownership and real estate generally; agriculture; 
domestic manufacturing; energy and natural resources; retail sales; financial services; service 
industries; health care; State and local governments; and tax-exempt organizations. Dates for 
hearings on these topics will be announced in one or more future press releases. 

In announcing the hearings, Chairman Archer stated, "This hearing is a continuation of our 
effort to replace the Federal income tax. My goal is to tear out the income tax by its roots so that ii 
can never grow back. I believe that small businesses will be significant beneficiaries of a new, 
simpler tax system." 

FOCUS : 

The focus of this hearing will be limited to the impact of fundamental tax reform on small 
businesses, entrepreneurs, and slart-up companies. 
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DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD : 

Requests to be heard at the hearing must be made by telephone to Traci Altman or Bradley 
Schreiber at (202) 225-1721 no later than the close of business Tuesday, April 16, 1996. The 
telephone request should be followed by a formal written request to Phillip D. Moseley, Chief of 
Staff, Committee on Ways and Means, U.S. House of Representatives, 1 102 Longworth House Office 
Building, Washington, D.C. 20315. The Committee staff will notify by telephone those scheduled 
to appear as soon as possible after the filing deadline. Any questions concerning a scheduled 
appearance should be directed to the Committee staff at (202) 225-1721. 

In view of the limited time available to bear witnesses, the Committee may not be able 
to accommodate all requests to be heard. Those persons and organizations not scheduled for an 
oral appearance are encouraged to submit written statements for the record of the hearing. All 
persons requesting to be heard, whether they are scheduled for oral testimony or not, will be notified 
as soon as possible after the filing deadline. 

Witnesses scheduled to present oral testimony are required to summarize briefly their written 
statements in no more than five minutes. THE FIVE-MINIJTE RULE WILL BE STRICTLY 
ENFORCED. The full written statement of each witness will be included in the printed 
record. 

In order to assure the most productive use of the limited amount of time available to question 
witnesses, all wimesses scheduled to appear before the Committee are required to submit 300 copies 
of their prepared statements for review by Members prior to the hearing. Testimony should arrive 
at the Committee office, 1102 Longworth House Office Building, no later than 10:00 a.m. on 
Monday, April 22, 1996. Failure to do so may result in the witness being denied the opportunity to 
testify in person. 

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE : 

Any person or organization wishing to submit a written statement for the printed record of the 
hearing should submit at least six (6) copies of their statement, with their address and date of hearing 
noted, by the close of business, Wednes^y, May 15, 1996, to Phillip D. Moseley, Chief of Staff, 
Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth House Office 
Building, Washington, D.C. 20515. If those filing written statements wish to have their statements 
distributed to the press and interested public at the hearing, they may deliver 200 additional copies 
for this purpose to the Committee office, room 1 102 Longworth House Office Building, at least one 
hour before the hearing begins. 

FORMATTING REQUIREMENTS : 


I tar pdtftaf It CMMtttM by ft vUmm, iifwIltM 
• ta a ftr mtttm wan mt coalarm to Aa 

a vA MC ba priM, bat vOI ba mdatiiaa* A Aa 


f* Aa prtolat racari or aip 
lAbaAua UaAl bilav. Aiy mt rnarn t at aibnit aot a 
ntfttaa n« Ar tmlm aad aaa bp Aa rnBinoo 


t ba tjpat A Aagli m AgaMa papor aad uaj lA t 




a lipip aalp A BaAda] boAga 


ifarpdaiAg. i 

ataa it a pabUe baaiAg aay ba a 


Note: All Committee advisories and news releases are now available over the Internet at 
’GOPHER.HOUSE.GOV’ under ’HOUSE COMMITTEE INFORMATION’. 
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Chairman Archer. The Committee will come to order. 

Today we hold a series of hearings to examine the impact of fun- 
damental tax reform on various groups and economic sectors. The 
subject of today’s hearing is the impact on small business. I don’t 
intend the general order of our sectoral hearings to create any in- 
ference as to the relative importance we attach to the various sec- 
tors. However, I will say that, if the hearing order did matter, the 
small business hearing would still compete for the No. 1 slot. 

Our goal must be to create new jobs, better paying jobs, and the 
economic growth that accompanies that. And, as we know, most of 
the new jobs overwhelmingly have been produced by small business 
in the last years. From my vantage point in this hearing room, 
sometimes I think the only jobs created by our current tax system 
are in the accounting and tax fields. 

Tax reform should promote job growth and economic productivity 
for all, and jobs that produce wealth and not simply shift wealth. 
Since we rely on small businesses to provide the bulk of new jobs 
in our economy, we must consider how tax reform will contribute 
to helping small businesses do even better the job creation task at 
which they already excel. 

In prior hearings, we have received a great deal of testimony on 
the impact of replacement of the Federal income tax with a new 
type of tax, which I believe, in the end, will be a consumption tax. 
I look forward to hearing from our witnesses today on how the 
elimination of the income tax will affect small business. I also look 
forward to hearing about the impact of repealing the Federal estate 
tax, which has a massive negative impact on small businesses, and 
the retention of those businesses within families. 

Certainly, there is little to be said for a tax which raises only 1 
percent of Federal revenues, grabs the bulk of one’s lifetime sav- 
ings when one dies, causes the breakup of family businesses and, 
according to some estimates, costs 65 cents to administer for every 
dollar raised. I don’t believe that any witnesses will be testifying 
today in favor of retaining the Federal estate tax. 

Now I yield to my colleague, Sam Gibbons, for any statement he 
might like to make and, as usual, edl Members will have the oppor- 
tunity, without objection, to insert written statements in the 
record. 

[The opening statement of Mr. Ramstad follows;] 
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STATEMENT OF REP. JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON REPLACING THE FEDERAL INCOME TAX 

April 24 , 1996 


Mr. Chairman, I am grateful for another opportunity to examine and 
discuss the ne^ to reform our tax system. 

It is very fitting that we are studying the impact of tax reform on small 
businesses, entrepreneurs and start-up companies. 

Small businesses are being crushed not only by high taxes, but also by 
mountains of tax paperwork. In fact, small corporations spend over 
seven times what they actually pay in income taxes, just tiying to comply 
with a hopelessly complex tax code. 

Family-owned businesses are squeezed by the federal estate tax, which 
makes it difficult for entrepreneurs to build a business that can be passed 
on to their children. 

The current system also discourages investment, robbing small businesses 
of the opportunity to grow and create more new jobs. 

But in spite of the obstacles presented by our current tax system, small 
businesses that manage to survive are the engine driving job growth in 
our economy, creating over sixty percent of the new jobs in America. 
Imagine the productivity that could be unleashed through small business if 
we had a simple tax system that actually encouraged investment and 
innovation. 

Mr. Chairman, thank you for your leadership in convening these 
important hearings. I look forward to hearing from our distinguished 
guests and working with them to overhaul our fatally flawed tax system. 
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Chairman Archer. Mr. Gibbons. 

Mr. Gibbons. Mr. Chairman, I worry particularly about small 
businesses and the burden that we have placed on them for collect- 
ing taxes from different sources and remitting all of those and all 
of the reports they have to file and all of the compliance that is 
heaped upon them by the current Tax Code. 

I think these hearings come at a very important stage in our de- 
liberations, and I look forward to the development of the ideas 
here. 

Chairman Archer. Thank you, Mr. Gibbons. 

Our first witness today is no stranger to the Committee, one of 
our own. The gentleman from Texas, Sam Johnson, who I must say 
is one of the great patriots for freedom and one of the great Ameri- 
cans in this body. And, Sam, we are delighted to hear from you. 
ifou know the rules, and you may proceed. 

STATEMENT OF HON. SAM JOHNSON, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF TEXAS 

Mr. Johnson. Thank you, Mr. Chairman. I tell you what, it is 
great to testify before the Ways and Means Committee on a subject 
that is on everyone’s mind, the income tax. I thank the Chairman 
for his determination to tear the income tax out by its roots. 

Today, I am introducing the Tax Freedom Bill to repeal the 16th 
amendment to the Constitution. The Freedom Bill is going to re- 
verse one of the most destructive amendments to the U.S. Constitu- 
tion and, at the same time, deny Congress the ability to lay and 
collect taxes on income. 

It is appropriate that the repeal of the income tax amendment 
is part of today’s hearing on the effects of tax reform on small busi- 
aesses. As a former small business owner, I understand the prob- 
lems they face. The 16th aunendment has allowed a system to de- 
velop that has become economically destructive, impossibly com- 
plex, overly intrusive, unprincipled, dishonest, unfair, and ineffi- 
cient. 

Now is the time for us to restore freedom to the American tax- 
payer. The Tax Freedom Bill will encourage constructive debate 
about why our current tax structure has failed and what we should 
expect in a new system. We must adhere to the principles of free- 
dom. I have a chart over there that talks about it. Freedom creates 
a system that is fair and simple, reduces the Federal bureaucracy, 
encourages savings and investment. It is efficient, drives the econ- 
omy, and creates opportunity for all and, best of all, puts more 
money in your pocket. Those, in my view, are the principles that 
we should follow in any tax revision. 

The current system fails to meet these commonsense criteria. We 
need a system that is fair and simple. 'The current system isn’t fair 
or simple. The IRS has 480 different forms plus 280 more to ex- 
plain how to fill out the 480. The original Tax Code had 11,000- 
plus words in it. Today it has over 7 million. 

We need a system that reduces bureaucracy. 'The IRS has become 
an overly intrusive agency with a staff of over 110,000 people. It 
is the most blatant example of an out-of-control big government I 
:an think of. They have more employees, believe it or not, than the 
FDA, EPA, DEA, and OSHA combined. And, although they expect 
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you to know exactly where your money is, they can’t seem to ac- 
count for $6.7 billion of their own funds that were appropriated in 
1992. 

We need a system that encourages savings and investment. The 
current system has caused the United States to have one of the 
lowest savings rates in the world. High taxes on capital and double 
taxation are largely responsible for this problem, and that is tough 
on small businesses. The U.S. Government taxes your income when 
you earn it, they tax your income when you invest it, and they tax 
it again when you die. Is that a fair system? Does that encourage 
savings? I don’t think so. We need a system that is efficient. The 
current system is highly inefficient. Complying with the Federal In- 
come Tax Code costs taxpayers more than $200 billion a year. In 
1991 the Tax Foundation reported that small corporations spent a 
minimum of $382 in compliance costs for every $100 that they paid 
in income taxes. 

The Tax Foundation said that, even in a worst-case scenario, 
those compliance costs would be reduced by 90 percent, whether it 
was a flat tax or a national sales tax. We need a system that drives 
the economy. Several economists in testimony in this Committee 
indicated that replacing the current tax system will cause interest 
rates to go down and savings and capital investment to increase. 
This means a better environment for businesses, both large and 
small. 

We need a system that provides opportunity. We have stifled op- 
portunity by designing a system that picks winners and losers, one 
in which Washington decides what is best for the people instead of 
letting the people decide what is best for America. 

We need a system that leaves more money in your pocket. The 
Federal Government takes too much money from Americans. As re- 
cently as 1982, Americans paid only 19.9 percent of their income 
in taxes. New data reveals that in 1995 Americans paid 31.3 per- 
cent of their income in taxes, the highest level in history. 

This ever-increasing burden has fallen disproportionately on the 
backs of small businesses. Today, many small businesses pay the 
top Federal income tax rate of 39.6 percent. For those who say the 
system can be fixed, I disagree. It has had 31 major reAusions and 
400 minor ones all in the past 40 years, and each time the system 
has become more, and more, and more complicated. Furthermore, 
it is wrong that the IRS can and does seize property, wages, and 
personal records without first coming to court. 

Mr. Chairman, whether you like a flat tax, value-added tax, con- 
sumption tax, or a national sales tax, now is the time to come to- 
gether and focus on bne common goal, and that is replacing the 
current system. The Tax Freedom Bill gives us that chance. We 
must eliminate the income tax, as we know it, and restore freedom 
to all Americans. 

Thank you, Mr. Chairman. I am happy to answer any questions. 

['The prepared statement follows:] 
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Statement of Representative Sam Johnson 
Before the House Ways and Means Committee 
on the Tax Freedom Bill 

April 24, 1996 


It's great to testify before the Ways and Means Committee on a subject that's on everyone's 
mind~the income tax. I thank the Chairman for his determination to tear the income tax out by 
its roots. 

Today I will introduce the Tax Freedom Bill to repeal the 16th Amendment to the Constitution. 
The Tax Freedom Bill will reverse one of the most destructive amendments to the U.S. 
Constitution and deny Congress the ability to lay and collect taxes on income. 

It is appropriate that repeal of the income tax amendment is part of today's hearing on the effects 
of tax reform on srtudl businesses. As a former small business owner, I understand the problems 
they face. 

The 1 6th Amendment has allowed a system to develop that has become economically 
destructive, impossibly complex, overly intrusive, unprincipled, dishonest, unfair, and 
inefficient. Now is the time for us to restore fieedom to the American taxpayer. 

The Tax Freedom Bill is the first step to do that. It will encourage an open, honest and 
constructive debate about why our current tax structure has failed and what we expect in a new 
system. 

By embracing the principles of freedom, we can create a system that is fair and simple, that 
reduces the federal bureaucracy, that encourages savings and investment, that is efficient, that 
drives the economy, that creates opportunity for all, and that puts more money in your pocket. 

The current system fails to meet these common sense criteria. These criteria are embodied in the 
word FREEDOM. 

Fair and simple 

The current system isn't fair or simple. The IRS has 480 different forms plus 280 more to 
explain how to fill out the first 480. The origirral tax code had 1 1 ,400 words; today it has 7 
million. Fifty tax experts recently were given the same information on a family of four and 
asked to figure their taxes. They came up with fifty different answers. 

Reduces bureaucracy 

The IRS, with a staff of 1 10,000, is one of the most blatant examples of out-of-control big 
government. They have more employees than the FDA, the EPA, the DEA and OSHA 
combined. And, although they expect you to know exactly where your money is, they can't seem 
to account for $6.7 billion of their own fimds appropriated for 1992. 

Encourages savings and investment 

The current system discourages savings and investment. It has caused the United States to have 
one of the lowest savings rates of any industrialized country in the world. Fligh taxes on capital 
and double taxation are largely responsible for this problem. 

The U.S. Government has a very high capital gains tax rate of 28 percent. Japan's is only one 
percent and Hong Kong's, Germany's and South Korea's are all zero. This puts U.S. businesses 
and workers at a competitive disadvantage with other countries. 
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In addition, the U.S. Government taxes your income when you earn it, taxes that same income 
when you invest it, and then taxes it once again when you die. 

Efficient 

The current system is highly inefficient. Complying with the federal tax code costs taxpayers 
more than $200 billion each year. In 1991, the Tax Foundation reported that small corporations 
spent a minimum of $382 in compliance costs for every $100 they paid in income taxes. The 
Tax Foundation said that, even in a worst case scenario, those compliance costs would be 
reduced by 90 percent under either a flat tax or national sales tax. 

Drives the economy 

Several economists, in testimony before this committee, indicated that replacing the current tax 
system will cause interest rates to go down and savings and capital investment to increase. This 
means a better environment for businesses, both large and small. 

Opportunity 

We have stifled opportunity by designing a system that picks winners and losers: one in which 
Washington decides what is best for the people, instead of letting the people decide what is best 
for America. 

For instance, a small business paying $100,000 in federal income taxes could hire 1 5 new 
productive workers at $25,000 per year for what they pay accountants and lawyers to comply 
with the current system. 

More money in your pocket 

The federal government takes too much money out of people's pockets. As recently as 1 982, 
Americans paid only 19.9 percent of their income in taxes. New data reveals that in 1995 
Americans paid 3 1 .3 percent of their income in taxes: the highest level in history. 

This ever-increasing burden has fallen disproportionately on the backs of small businesses. 
Today, many small business owners pay the top federal income tax rate of 39.6 percent. 

A change will put more money in their pockets and their employee's pockets. 

For those who say this system can be fixed— I disagree. It has had 3 1 major revisions, and 400 
minor ones in the past 40 years, and each time, the system has become more and more 
complicated, not less. 

Mr. Chairman, it's time for all of us— whether you like a flat tax, a value added tax, a 
consumption tax, or a national sales tax— to come together and focus on our one common goal: 
replacing the current system. The Tax Freedom Bill gives us that chance. It's time to restore 
freedom to all Americans. 


Thank you Mr. Chairman. I would be happy to answer any questions. 
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Chairman Archer. Thank you, Mr. Johnson. I applaud you for 
tie initiative that you are undertaking to repeal the 16th amend- 
lent. 

I think, as we look back over our history and we look at what 
he thesis of our Founding Fathers was that, No. 1, the basis for 
he creation of this country in the first place was the fear of tax- 
tion and the way taxes were collected. That precipitated the initi- 
tion of our Revolutionary War for independence. And, clearly, the 
bunding Fathers of this country had a very, very strong view 
bout how taxes should be collected by the Federal Government, 
nd they wrote a Constitution to embody that view. That view was 
hanged dramatically by the passage of the 16th amendment. I 
on’t believe that those who passed it had the vision of our Found- 
ig Fathers. I don’t think they understood what they were creating 
nd what they were doing. 

So I personally applaud the effort that you are undertaking and 
ommencing today, and I also thank you for your testimony before 
he Committee. 

Mr. Gibbons. 

Mr. Gibbons. Sam, I listened with interest and wish you well in 
our endeavor. I won’t be here to celebrate that occasion with you, 
ut good luck to you. 

I have come to the conclusion that the fundamental mistake that 
le made here in Congress or, perhaps, in this government is to get 
ocial and economic engineering involved in our tax collections, in 
ur revenue raising to operate the government. What we ought to 
0 is to try to do our social and economic engineering to the extent 
hat we feel it ought to be done outside of the Tax Code. The very 
omplexity of the Tax Code has evolved out of all of our attempts, 
s well intended as they were at the time, to do some kind of eco- 
omic or social engineering in the collection of revenue. 

We have imposed a horrible burden on small business, just in 
ecordkeeping, and in reporting, and in meeting deadlines, and in 
oing all of those things. I share Chairman Archer’s feeling that we 
ught to get all of this out of the law, but I want you to think and 
nswer me, if you can, how we are going to run the rest of the gov- 
rnment if we don’t figure out some way of keeping track of peo- 
le’s income. We have to have people’s income records in order to 
ay Social Security benefits. We have to have people’s income 
ecords to distribute food stamps. We have to have people’s income 
ecords to comply with some of the housing laws that we have. As 
luch as I have thought about it, maybe there is some way we 
ould change all of this, but I think we are going to have to keep 
rack of people’s income, but on a much more simplified, under- 
tandable basis than we do now. 

Have you thought about that? 

Mr. Johnson. Certainly have, and I agree with everything you 
ave said. I think that what I was talking about, about having a 
tore efficient system, means that, if you recall, and I know you do, 
do, that over the past 60 years there has been an insidious incur- 
ion into our lives by the tax revenue collection agency, the IRS. 
am not trying to knock them because Congress makes the laws 
hat they follow, theoretically. However, just yesterday, if you re- 
all, they passed rules that require businesses to file more forms 
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if they are going to combine or sell, stockholder reports. It is just 
every time you turn around they put more rules out there that are 
tantamount to law, and we have got to stop that. 

Back in the fifties you didn’t have to report your savings. You 
didn’t have your bank accounts photographed. Banks didn’t have to 
file 1099s. All of those forms that have come about as a process be- 
cause, theoretically, people are avoiding tax because they don’t like 
it. The reason they don’t like it is because it is too onerous, and 
you made that point earlier. So I think that the key here is sim- 
plifying the tax so that we collect it voluntarily from the American 
people without having a police force out there trying to figure out 
whether you have more cars than you are reporting on your income 
or not. 

Mr. Gibbons. Thank you, Mr. Chairman. 

Chairman Archer. Thank you, sir. Are there further questions? 

Mr. Thomas. Yes, Mr. Chairman. 

Chairman ARCHER. Mr. Thomas. 

Mr. Thomas. Sam, I want to thank you as well. This effort is 
going to be monumental and, as we have discussed privately, it 
was a bit serendipitous that in some of the Presidential primaries 
on our side of the aisle that alternative tax systems were discussed 
and got the American people, to a certain extent, focusing on some 
of the issues that we thought we were going to have to generate. 

Notwithstanding, perhaps, the disagreement about some of the 
choices that were being advocated, all of them, as you indicated in 
your testimony, are predicated on a system other than the 16th 
amendment, except for some of those that are minor modifications 
which probably don’t go as far as we want to go. Your moving for- 
ward on this front gives us an opportunity to explain why we want 
to make the changes and separate it from any legislative effort that 
the Committee, under the leadership of the Chairman, may initi- 
ate. I want to applaud you on that. 

Part of my concern is, and it is perhaps underscoring some of the 
points that Mr. Gibbons made about the fact that we have used the 
Tax Code because it is tied to individual income for a lot of efforts, 
the fight currently on health care over the fringe benefit question. 
I look forward to the day when a dollar is a dollar between the em- 
ployer and the employee, and they can either move it toward wage 
or toward a fringe benefit, as they see fit, without being influenced 
by the Tax Code, having someone else hold the bag on the payment 
of the taxes and, therefore, loading it in the direction of fringe ben- 
efits. 

But I want to ask if you think that one of our problems is that, 
since it is government and it is controlled by us, World War II, it 
is another legacy from that period in which because we won and 
were so dominant for so long we didn’t make some of the changes 
that other countries made fundamentally because they had to re- 
structure. They changed their forms of government, many moving 
from a dictatorship and autocracy into more of a democracy. They 
didn’t have the powerful role that we played, and so they had to 
figure out a way to survive, and changed their Tax Codes. All we 
did was fiddle with ours, and we have reached a point where we 
just can’t continue to fiddle because Rome really is burning. Do you 
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think that has anything to do with it and that, perhaps, we are al- 
most a generation late in facing this issue? 

Mr. Johnson. Well, yes. But, if you recall, there was a major re- 
vision in 1954, which followed World War II. But, as I said earlier, 
we have fiddled with it, as you said, and fiddled with it until it is 
so complicated that nobody can understand it. 

If you recall testimony that when about 50 accountants were 
given the job of coming up with a tax for a family that they came 
up with 50 different solutions, all of which were correct under the 
Code because nobody knows what the Code is all about. 

So it is so complicated, and it is not all Congress. I said part of 
it is Congress because we pass the laws, but it is the IRS, and the 
Treasury Department that implement those laws, and they are the 
ones that write the rules that make it so complicated that even the 
Chairman has to get an extension this year. 

Mr. Thomas. And if we, in fact, change the system modestly, go 
to a flat tax, for example, which retains the Code, all of the pres- 
sures to do the social engineering through the income structure of 
the Tax Code remain in place. If we got the Tax Code down to one 
page, those pressures would begin to multiply to two, three, four, 
five, six, seven pages, and we would be right back where we start- 
ed, and that is why I applaud your approach. As the Chairman has 
said. Pull it out by its roots and remove that temptation. Move it 
over to the other policy Committees and let’s raise revenue to run 
the government. 

Mr. Johnson. You are exactly right, and Mr. Gibbons brought it 
up. It is the special interests that want their process taken care of 
in the Tax Code, and they can do that as long as we have that in- 
come tax. 

Mr. Thomas. I want to thank you for your efforts. Thank you. 

Chairman Archer. Mr. Rangel. 

Mr. Rangel. Mr. Johnson, I thought when our Chairman said he 
was going to pull the tax system up by its roots that this was 
enough to gain attention by the press, but you have outdone him 
now. You are going to change the Constitution and get rid of the 
whole tax system? 

Mr. Johnson. I would never try to overshadow our Chairman, 
Mr. Rangel. 

Mr. Rangel. But you did this time because you notice, all of his 
friends are saying they want to do both; pull it up at the roots, and 
welcome and encourage you to continue in this effort. 

If what you are trying to do is focus attention that we have to 
do something with the existing tax system, I would agree. If you 
would say that this is all you intend to do, there is no need to go 
any further into questioning you because I think these things are 
important, especially during election years. But I think the tax- 
payers, since the beginning of written history, have always hated 
the tax collector, and when things go bad in a speech, I always talk 
about we have got to get rid of this tax system, as we loiow it 
today. I support what you are doing in that area, but you don’t 
mean this, do you? 

Mr. Johnson. Certainly. I think that the only way we are going 
to get at the problem is to get at the root of the problem. 
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Mr. Rangel. But you don’t mean that you are going to ask all 
of the States to amend the U.S. Constitution to eliminate 

Mr. Johnson. That is what a constitutional amendment requires. 
Yes, sir. If you a^ee that the system is bad, then you should be 
in favor of doing tms. 

Mr. Rangel. Let me ask you this, Sam. I am in favor of anything 
you do because you are a great American, and you are a credit to 
the Congress. So you can depend on my support of most of your ef- 
forts. 

Mr. Johnson. Thank you. 

Mr. Rangel. But I am just asking do you intend to do this by 
having the Speaker send this directly to the floor or would you 
want your bill to go to the Judiciary Committee? 

Mr. Johnson. I have already discussed that with Mr. Hyde, who 
is the Judiciary Committee Chairman, as you know, right now, and 
he is open to having hearings on it. I agree with you that we 
should have every bill that we pass go through the Committee 
process, otherwise it is not, in my view, the right way to do busi- 
ness, and I think you agree with that. 

Mr. Rangel. I do. 

Mr. Johnson. The way this is written it would require Ways and 
Means’ positions to determine what steps are taken as far as im- 
plementing the taxes, changing the Tax Code, and doing business 
with the IRS, and so on. ^ it is our view that it would have to 
go through two Committees, both Judiciary and Ways and Means. 

Mr. Rangel. But you would admit under the existing policy, that 
73 percent of the bills that reach the floor don’t go through any 
Committee. The last constitutional amendment that I remember, a 
couple of weeks ago, that dealt with tax policy, it certainly didn’t 
go through this Committee, even though my distinguished Chair- 
man had a chance to review the language — ^which I think was a 
courtesy that I should thank the Speaker for — ^but it never went 
through the Judiciary Committee in terms of hearings. 

Mr. Johnson. Mr. Rangel, I believe that constitutional amend- 
ments should have full consideration by the Congress, by the Com- 
mittees of jurisdiction, and, in this case, it is the Judiciary and 
Ways and Means, and I would hope and suggest that that is the 
way we reform our Tax Code. We don’t do it by autocratic means. 

Mr. Rangel. You have convinced me now of your sincerity. Could 
you share with me at what point in time in our history would you 
suspect that this constitutional change might go into effect? 

Mr. Johnson. Well, I think most people have agreed that it is 
going to be very difficult to have any total tax reform in this year. 
So I would suggest that it is probably going to be discussed. At 
least we are getting the debate out in the open. We are talking 
about reforming our tax system, which everyone agrees has be- 
come — 

Mr. Rangel. Now you have got me totally. 

Mr. Johnson. And, in the next session of the Congress, I would 
suggest that we would probably be able to see some action. 

Mr. Rangel. The constitutional amendment you expect in the 
next Congress would pass? 

Mr. Johnson. I am not sure it will pass, Mr. Reuigel, but we 
need to get out there and discuss the issue, and if we can get it 
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past the Congress, then I would suggest that the several States 
that are required, 38 I guess it is 

Mr. Rangel. So then we are in accord with what I said that this 
isn’t for passage. This isn’t for amending the Constitution. This 
isn’t for pulling anjrthing up by the roots. This is an educational 
jffort to focus attention on a system that should be reformed and, 
to that extent, I want to join with my colleagues in congratulating 
>rou on this. 

Mr. Johnson. Thank you, sir. I appreciate it. I hope we can pass 
it, as well. 

Mr. Rangel. Well, that is a far hope, but, you know, it springs 
jternal. Thank you. 

Chairman Archer. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Sam, let me thank you for your testimony. I join you in looking 
forward to the debate on changing our income tax structure. I 
strongly support us looking at replacing it with some form of a con- 
sumption-based tax, at least a significant part of our income tax. 
But I am somewhat concerned by the approach that you are taking 
in suggesting the repeal of the constitutional provision. 

If my recollection is correct, before we had an income tax, our 
Mation relied primarily on tariffs in order to finance government, 
and I don’t believe you are suggesting by the introduction of this 
amendment that we go back and try to impose high tariffs on goods 
that come into this country as the primary way to replace the taxes 
that would be lost by the repeal of all income taxation. 

Mr. Johnson. Well, I think the decisions of the past, which ruled 
an the legality of our income tax, simply said that we shouldn’t be 
taxing property. But certain forms of income were considered as ex- 
:ise under those decisions and, even the economists, which sat here 
several weeks ago, indicated that even a flat tax could be consid- 
ared a consumption tax. 

Mr. Cardin. If your amendment were to become law, that is, if 
ive were to repeal the constitutional provision, you don’t believe 
that we could consider a flat income tax and be in compliance with 
the 

Mr. Johnson. The law talks to direct versus indirect taxation, 
and it says that you shouldn’t directly tax the people, a person’s 
income, and that is what that amendment allowed. 

Mr. Cardin. So a flat tax, that option would no longer be avail- 
able to us? 

Mr. Johnson. That is not true, according to the consultants that 
[ have talked to. 

Mr. Cardin. Couldn’t we then have our current income tax, 
under that logic, we could just use our current income tax and re- 
package it, and get around the Constitution no problem? 

Mr. Johnson. No. There are some parts of it that would have to 
JO away. 

Mr. Cardin. How about the Social Security taxes? 

Mr. Johnson. We did not touch Social Security taxes, and I 
;hink that is 

Mr. Cardin. But that is based on income. 

Mr. Johnson. Sir? 

Mr. Cardin. That is based upon income. 
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Mr. Johnson. No. According to the court rulings, that is consid- 
ered excise, believe it or not. 

Mr. Cardin. Not self-employed taxes, though. 

Mr. Johnson. Your Social Security taxation is considered excise 
and so is 

Mr. Cardin. Maybe we should leave the record open because I 
would be curious as to how you would get around the court opin- 
ions if we didn’t have the constitutional provision for the self- 
employed’s contributions to the Social Security system. I am curi- 
ous, also, what impact it would have on the Medicare tax. 

Mr. Johnson. Yes, but it is my view that, if we adhere to these 
principles, any solution we come up with will be good, and the So- 
cial Security system, as you know, should be reformed as well. It 
is going to have to be. 

Mr. Cardin. No question about it, but we are struggling with a 
Medicare solvency issue in which a large, significant part of the 
Medicare funds come from payroll taxes. 

Mr. Johnson. Right. 

Mr. Cardin. Based upon income in which we have removed the 
cap. So, regardless of a person’s salary income, they contribute to 
Medicare. I am concerned as to whether that would comply with 
the court opinions if we do not have the 16th amendment. 

Mr. Johnson. Yes, it does. It surely does, and I don’t think we 
are going to mess with Social Security or Medicare, although it is 
my opinion that we should be fixing them today. 

Mr. Cardin. Well, Mr. Chairman, I would hope that we would 
hold our record open. Obviously, the Judiciary Committee will look 
into these matters, but my interpretation of those court opinions 
are different than your interpretation and, before we move forward 
with a constitutional change, we better understand what impact it 
has on the Medicare system, the Social Security system, the op- 
tions that are being considered. Although I don’t favor a flat tax, 
I think it is a healthy debate for this Nation to have on the flat 
tax, and I am not so sure you could consider a flat tax if the con- 
stitutional amendment were to be passed. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Hancock. 

Mr. Hancock. Thank you, Mr. Chairman. As the gentleman from 
Texas knows, I am 100 percent in agreement with what he is talk- 
ing about doing. There are a couple of questions, though, that I 
think we ought to consider. 

One thing I disagree with is the fact that throughout history peo- 
ple have hated the tax collector. Actually, when it started in a lot 
of jurisdictions and a lot of countries, they didn’t hate them until 
the tax collector got oppressive. Then they started hating the tax 
collector. In fact, I have had a lot of individuals, say, “Hey, I am 
willing to pay more in taxes, but quit using that money to take 
away my freedoms,” and I think that is where we are. 

The question I have is. Who actually pays the ultimate cost of 
the compliance of our tax laws? Who actually puts up that money 
and who is paying for it? 

Mr. Johnson. For the compliance, it is the taxpayer. 
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Mr. Hancock. Now, wait 1 minute. I realize that. But when the 
person isn’t paying taxes directly, who actually pays? Could we say 
the consumer? 

Mr. Johnson. Oh, surely. 

Mr. Hancock. That is right. We keep talking about the people 
that pay taxes. The person out there that doesn’t pay taxes is 
^uiet. Even the people who are drawing welfare and food stamps 
pay. Their food stamps buy less because they are having to help 
pay for the compliemce costs. So the ultimate consumer pays the 
total cost of government, regardless of how you get there. 

Mr. Johnson. It is a hidden tax. 

Mr. Hancock. That is right. So we are talking about almost as 
much money in compliance as we are talking about the amount of 
money the government gets. 

Mr. Johnson. That is right. I just said it is almost a 4-to-l ratio 
jf what a company spends to comply with the Tax Code for what 
they make. 

Mr. Hancock. But the consumer of that good or service pays the 
total cost of compliance, the taxes and everything. 

Mr. Johnson. That is right. That is because that 4-to-l ratio 
that it costs to comply with the Tax Code is passed on in the form 
jf pricing. 

Mr. Hancock. The second question. Who benefits the most from 
Dur Tax Code, our tax law? Who actually benefits the most? 

Mr. Johnson. You probably wouldn’t like my answer. I would 
say the IRS and their employees. 

Mr. Hancock. That is exactly right. The people that benefit the 
most from our tax laws are the people that are involved in the en- 
forcing of compliance of our tax law. It has created a whole eco- 
nomic organization; the attorneys, the CPAs, the people that are 
employed administering the programs. Only 30 percent of our wel- 
fare programs get to the people that are needing help. So the peo- 
ple that benefit the most from what we are doing up here are the 
people that are administering the programs. There is only one way 
to put a stop to it and to get back to the deal where people say, 
T want to pay my fair share of taxes, but quit using it to take 
away my freedoms,” and I think that is what the whole debate is 
all about. 

Mr. Johnson. The Congress was charged in the original Con- 
stitution with coming up with a budget, and then figuring out what 
they had to spend and then going to the various States and letting 
the States collect it for us. Until we can come up with a budget and 
know what we are going to spend and not overspend what we re- 
:eive, I think it is going to be a while before we get the system 
ander control, and that is why we are debating it at this point in 
time. 

Mr. Hancock. The only thing I would say is let’s talk about who 
pays for it and let’s talk about who actually ends up with the big- 
gest portion of it. It isn’t going to pay for the cost of government, 
it is going to pay for compliance costs more than anything. 

Mr. Johnson. You are right, emd if you agree with my concept 
jf those principles that we should base any tax reform on, bringing 
freedom to the American taxpayer. 

Mr. Hancock. Well, that is the name of the game. Thank you. 
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Mr. Johnson. Thank you. 

Chairman ARCHER. Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman. 

Sam, thanks very much. I certainly concur with the thinking 
that you and others have expressed in terms of the need to do 
something to change very dramatically the Tax Code, and I think 
you have laid out the case very, very well for some changes. 

I am concerned, though, about your particular solution in terms 
of repealing the 16th amendment to the Constitution. I say that be- 
cause I think, if we did that, that we would no longer have the op- 
tion of having a flat or a flatter tax; that that one would disappear, 
and we would be looking, basically, at some kind of consumption 
tax, whether it is a value-added tax or whether it is a national 
sales tax. And from what we have heard from people who have 
talked about those taxes here, I have three concerns that may be 
overcome, but I am not sure that they can be. 

First, as we replace the income tax with a consumption tax, if 
we are to do that on a revenue neutral basis, people have come and 
testified before us that it would take about a 20-percent tax on ev- 
erything that we buy in terms of our goods and services, and they 
recommend we not exclude anything. So doctor’s visits, and college 
tuition, and home building and so forth would be taxed in order to 
come up with the same amount of money. 

I don’t think we know that the taxpayer would feel better about 
a system that eliminated the income tax if, in fact, every single 
thing they bought in goods and seiwices they had to pay 20 percent 
more to replace the lost revenue, and that is a question that we 
will certainly need to deal with as we move forward. 

Second, is that we, by going to a consumption tax, generally are 
making businesses — small and large — our tax collectors because 
they are the people who will be responsible for making sure that 
we collect this money. I have heard from a number of businesses 
who have some real concerns about being put in that position, and 
I will be interested to hear what some of the folks today have to 
say about that, and I think that is a concern that we need to ad- 
dress as well. 

Third, we have not seen any other industrialized nation in the 
world that has yet moved to a total consumption tax system. Gen- 
erally, they have some consumption taxes, value-added taxes, but 
they also have some income tax component as well. 

First of all, I commend you, and I agree that we definitely need 
to make changes, and I think what you are proposing is a very 
large change. I wonder, though, if we are not getting the cart be- 
fore the horse a little bit, and we need to answer some of these 
other questions about the alternatives before we move forward to 
repeal the 16th amendment. 

Mr. Johnson. Well, I appreciate your comments, and I’ll tell you, 
if nothing else, we have stimulated debate. You have already men- 
tioned some of the areas of concern, as have others. But the court 
cases do not prohibit a flat tax, if that is what you prefer. I know 
that whatever form the tax takes, it ought to meet those require- 
ments that I stipulated. I don’t think that this amendment, wheth- 
er it passes or fails, is going to limit us on what kind of tax solu- 
tion we come up with. 
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But, surely, we don’t want two taxes. You mentioned the foreign 
countries. As you know, a lot of them have not only that, but also 
income, and their tax rate is very high, and we were trying to pre- 
clude that in this instance. 

Mr. Payne. I think one of the big issues is whether a flat tax 
could, in fact, be levied if we repeal the 16th amendment. But 
thank you very much, and I thank you for your good work. 

Mr. Johnson. Thank you. I appreciate it. 

Chairman Archer. Are there further questions for the witness? 

Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman, and thank you, 
Sam, for being here. I agree fully with your amendment and your 
proposal. 

Your past work, before you came to Congress, was in the real es- 
tate industry, isn’t that correct? Home building? 

Mr. Johnson. Right. 

Mr. Christensen. There have been a lot of witnesses that have 
testified in other hearings that we have had about the flat tax. If 
a flat tax were to be one that we examined on a very serious na- 
ture, which of the flat tax proposals have you seen that you like, 
if you like any of them more than another one, and then what is 
your reaction, also, to the mortgage interest deduction? Is that 
something that is sacred or is it not sacred? Any thoughts on that, 
as far as where we are headed with that kind of discussion if we 
were to pursue the flat tax? 

Mr. Johnson. Well, Mr. Christensen, I’ll tell you what, I don’t 
think it matters, as long as we stick to the freedom principles and 
put good principles behind any tax reform we do. What this bill 
does is bring all proponents of tax reform, including flat tax sup- 
porters, together behind one common goal, and that is replacing 
the current system. Whether we get there with a flat tax, a VAT 
tax, or a national sales tax is kind of immaterial. We need to re- 
form the system, and we only need one tax system in this country. 

This amendment to the Constitution, if we can repeal it, will give 
us the opportunity to implant one tax system on this Nation that 
is beneficial to all Americans. 

Mr. Christensen. If we don’t get to where you and I both want 
to be, as far as pulling the Tax Code out by the roots and repealing 
the 16th amendment, in the area of priority, if we look at personal 
income, corporate tax, estate tax, payroll tax, excise taxes, which 
would you want to focus on and which is the most important to re- 
form? 

Mr. Johnson. We have got to eliminate the current system, as 
it exists today, and repealing the 16th amendment is a start for 
doing that, and I think that that is the only way we are going to 
get the IRS under control. 

Mr. Christensen. Well, I agree 100 percent, and I hope to be 
working with you on that and to see it come to fruition. 

Thank you, Sam. 

Mr. Johnson. 'Thank you, sir. 

Chairman Archer. Are there further questions? 

Mr. Ramstad. 

Mr. Ramstad. Mr. Chairman, very briefly, because I know there 
are a lot of other witnesses waiting. But let me just applaud you. 
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Sam, for your leadership in this area and state that your legisla- 
tion is absolutely critical. In fact, it should be a condition precedent 
to adopting any alternative form of taxation. My greatest fear is 
that we retain the current income tax system and adopt some other 
system, be it a national sales tax or a value-added tax or a flat tax 
or a modified flat tax, whatever alternative, and end up with a 
dual system which is the last thing our economy or our country or 
our taxpayers want or need. So I think your legislation is very crit- 
ical, and I applaud your efforts. 

Thank you, Mr. Chairman. 

Mr. Johnson. Thank you, sir. 

Chairman Archer. Mr. Collins. 

Mr. Collins. One quick question, Mr. Chairman. 

Congressman Sam Johnson of Texas, I want to ask the question 
that the gentleman from New York asked you. You are sincere in 
this endeavor of repealing the 16th amendment to the Constitution 
of the United States? 

Mr. Johnson. Yes, sir. I think any idea of changing our Con- 
stitution ought to be serious. And, as Mr. Rangel pointed out, it 
ought to be considered by the various Committees of jurisdiction 
and be well thought out and very carefully done. It won’t happen 
overnight, but what happens this year will at least begin an open 
and honest debate about what is wrong with our current system 
and help us provide an alternative for this Nation. 

Mr. Collins. Well, I appreciate that. That is the reason I signed 
on to your bill. 

Thank you, sir. 

Mr. Johnson. Thank you, sir. 

Chairman Archer. Are there further inquiries? If not, Sam, 
thank you very much. 

Mr. Johnson. Thank you, sir. 

Chairman Archer. You have done a great job in presenting your 
case to the Committee. 

Our next witness is Congresswoman Jan Meyers from Kansas. 
Jan, would you like to come to the witness table. I think you prob- 
ably know, having appeared before other Committees and, perhaps, 
this Committee, also, what the rules are. If you have a written 
statement, without objection, it will be inserted in the record in 
full, and you will be recognized to orally present your testimony 
and, hopefully, keep it within 5 minutes. You may proceed. 

STATEMENT OF HON. JAN MEYERS, A REPRESENTATIVE IN 

CONGRESS FROM THE STATE OF KANSAS; AND CHAIR, 

HOUSE COMMITTEE ON SMALL BUSINESS 

Ms. Meyers. I have submitted a longer statement for the record 
and will keep my testimony to 5 minutes, Mr. Chairman. 

Good morning. Chairman Archer and Members of the Committee, 
and thank you for asking me to be here this morning. 

As you are aware, there are more than 21 million small busi- 
nesses in this country. In recent years, these small enterprises 
have employed 54 percent of the private work force, contributed 52 
percent of all sales in the United States, generated 50 percent of 
the private gross domestic product, and in 1994 they were respon- 
sible for an estimated 62 percent of the new jobs created. Thus, the 
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term “small” is rather misleading when it comes to the impact of 
small business. 

I don’t think there is any question, Mr. Chairman, that small 
business favors major structural change in our tax system. I think 
there is some question as to exactly what form that should take, 
but they do favor major structural change. 

The Committee on Small Business has held a number of hearings 
focusing on the need for reform of our current tax system, and last 
week we heard from three of the members of the Kemp Commis- 
sion on Tax Reform; Jack Kemp, Jack Paris of the NFIB, and Shir- 
ley Peterson, former IRS Commissioner. With these hearings in 
mind, I would like to highlight a few of the recommendations that 
we have received from the small business community. 

First, the new tax system must reduce the regulatory and paper- 
work burdens on small businesses, and it must emphasize simplic- 
ity. According to recent estimates, taxpayers spend in excess of 5 
billion hours annually to comply with the current tax laws, and the 
time dedicated by businesses makes up better than one-half of that 
time. For small businesses, this burden is especially significant be- 
cause they are often forced to hire outside bookkeepers, account- 
ants, and lawyers to make sure that records are correctly kept and 
tax returns are filed on time. The time and money committed by 
small businesses to tax compliance would be better spent doing 
what they do best: developing innovative ideas for new products, 
services, and creating much needed jobs. 

Second, the new tax system must eliminate the multiplicity of 
taxation that exists currently. If you ask small businessmen and 
women, they will tell you that money saved in taxes will be plowed 
back into their businesses for growth and expansion. In light of 
this fact, we can go a long way toward priming the economic engine 
of this country by eliminating the tax on capital gains. 

Most importantly, the new tax system should abandon the cur- 
rent estate and gift tax. The Committee on Small Business has 
heard repeatedly that when the owner of a small family-owned 
business dies, the family is often forced to close the doors and liq- 
uidate the business merely to pay the Federal estate taxes. Regret- 
tably, the current system prompts many small businessmen and 
women to divest themselves of their business as they approach re- 
tirement in order to reduce the impact of estate taxes, rather than 
pass their business on to the next generation. This scenario is 
counterproductive for the small business and the economy. It also 
makes little sense when we consider that estate and gift taxes only 
account for about 1 percent of all Federal revenues. 

Third, small businesses have repeatedly emphasized the need for 
immediate expensing of capital asset acquisitions. This change 
would obviously free up additional capital for businesses by allow- 
ing them to recover the costs of their investment sooner than is al- 
lowed under the existing depreciation schedules. In addition, there 
would be the added benefit of reducing paperwork and record- 
keeping burdens associated with the current depreciation rules. 

I know that there has already been considerable debate about 
which of the current deductions will be preserved under a new tax 
system. I would offer only a broad suggestion. Whatever form that 
the system takes, please give careful consideration to the expenses 
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that businesses are permitted to offset against their profits to ar- 
rive at the amount of income subject to tax. For many small busi- 
nesses, the cost of payroll taxes and employee benefits, for exam- 
ple, can be an enormous expense. Eliminating the deductibility of 
these expenses, therefore, could have significant adverse con- 
sequences for many small firms. 

And, finally, I would urge you to begin considering the difficult, 
but critical, issue of transition provisions. This is something that 
we need to start addressing now rather than when the new tax sys- 
tem is completed and approved. 

In conclusion, let me point out that nearly all of the small busi- 
nessmen and women with whom I have spoken have stressed that 
they are willing to pay their fair share of taxes, but without real 
reform, the cost of the current system, both in terms of dollars and 
time spent on compliance, is robbing our country of the tremendous 
potential for sustained economic growth and jobs creation that 
small business represents. 

Thank you, again, for the opportunity to be here today. 

[The prepared statement follows:] 
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STATEMENT OF 
REP. JAN MEYERS (R-KANSAS) 
CHAIR 

COMMITTEE ON SMALL BUSINESS 
U.S. HOUSE OF REPRESENTATIVES 

April 24, 1996 


“Replacing the Federal Income Tax and 
Its Impact on Small Business” 


Good morning Chairman Archer and members of the committee. Thank you for . 
the opportunity to be here this morning to discuss an issue that is particularly important to me and 
the Committee on Small Business, which I chair. 

As you may be aware, there are more than 21 million small businesses in this 
country, according to current estimates. In recent years, these small enterprises have employed 
54 percent of the private workforce, contributed 52 percent of all sales in the United States, 
generated SO percent of the private gross domestic product, and in 1 994, they were responsible 
for an estimated 62 percent of the new jobs created. Thus, the term “small” is rather misleading 
when it comes to the impact of small businesses. Moreover, an issue like tax reform, which will 
affect small businessmen and women across this country, will have wide-spread consequences, 
and 1 believe benefits, to the economic and social welfare of our local communities and national 
economy 


Since I assumed leadership of the Committee on Small Business last year, my 
committee has held a number of hearings focusing on the need for reform of our current tax 
system. In addition, as a continuation of the efforts undertaken by our Subcommittee on Taxation 
and Finance, last week we heard from three of the members of the Kemp Commission on tax 
reform: lack Kemp, Jack Paris of the National Federation of Independent Business, and Shirley 
Peterson, former Cotiunissioner of the Internal Revenue Service. These three witnesses, as well 
as the many experts and small-business owners who testified at our field hearings, gave us 
invaluable insights into the issues and concerns particular to small business. 

I would like to take a few moments this morning to highlight a few of the 
recommendations that we have received fi'om the small-business community. While the debate is 
only beginning on what America’s tax system should ultimately look like, 1 would urge you to 
keep in mind that the new system must be “friendly” to srrudl business before it can be called a 
complete success. With that in mind, let me emphasize four points of particular concern to small 
business. 


First and foremost, the new tax system must reduce the regulatory and paperwork 
burdens that small businesses currently endure. According to recent estimates, taxpayers spend in 
excess of 5 billion hours annually to comply with the current tax laws, and the time dedicated by 
businesses makes up better than half of that time. For small businesses, this burden is especially 
significant because they are often forced to hire outside bookkeepers, accountants, and lawyers to 
make sure that records are correctly kept and tax returns are filed on time. In addition, as a fixed 
cost, tax compliance represents a substantially larger percentage of a small business’ income than 
it does for a targe corporation with in-house tax professionals. 

I am sure we can all agree that the time and money committed by small businesses 
to tax compliance would be better spent doing what they do best: developing innovative ideas for 
new products and services and creating much needed jobs. To foster their efforts, I recommend 
that the new tax system emphasize simplicity A simple, easily understood system of taxation will 
not only minimize compliance burdens, but also have the added benefit of producing better 
accuracy in tax reporting. 

Second, the new tax system must eliminate the multiplicity of taxation that exists 
currently. If you ask small businessmen and women, they will tell you that money saved in taxes 
will be plowed back into their businesses for growth and expansion. In light of this fact, we can 
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go a long way towards priming the economic engine of this counby by eliminating the second 
layer of taxation imposed on capital gains. We can go even &rther by eliminating the onerous 
alternative minimum tax. 

Most importantly, the new tax system should abandon the current estate and gift 
tax. At the hearings that my committee has held, we heard repeatedly that when the owner of a 
small fiunily-owned business dies, the &mity is often forced to close the doors and liquidate the 
business merely to pay the Federal estate taxes. Regrettably, the current system prompts many 
small businessmen and women to divest themselves of their business as they approach retitement 
in order to reduce the impact of estate taxes, ratlwr than pass their busmess on to the next 
generation. This scenario is counterproductive for the small business and the economy. It also 
makes little sense when we consider that the estate and gift taxes only accounts for about one 
percent of all Federal revenues. 

Third, small businesses have repeatedly emphasized the need for immediate 
expensing of caphal-asset acquisitions. This change would obviously free up additional capital for 
businesses by allowing them to recover the costs of their investments sooner than is allowed under 
the existing depreciation schedules. In addition, there would be the collateral benefit of reducing 
the paperwork and record-keeping burdens associated with the current depreciation rules. As you 
may be aware, a company may have to mairrtain as many as four different depreciation schedules 
in order to comply with the income tax, alternative minimum tax, and financial statement rules. 

I know that there has already been considerable debate about which of the current 
deductions will be preserved under a new tax system. Recognizing that other witnesses will have 
substantial comments and recommendations on those issues, 1 would offer a broad suggestion. 
Whatever the form that the system takes, please give careftil consideration to the expenses that 
businesses are permitted to ofi^ against their profits to arrive at the amount of income subject to 
tax. For many small businesses, the cost of payroll taxes and employee benefits, for example, can 
be an enormous expense, frequently more than the Federal income taxes they owe. Eliminating 
the deductibility of these expenses, therefore, could have significant adverse consequences for 
many small firms. While the effects of lower rates, less paperwork and recordkeeping, and 
increased availability of capital will certainly mitigate the loss of some deduction, the balance 
between the costs and the benefits deserve special attention with respect to small business. 

Finally, I would urge you to begin considering the difficult but critical issue of 
transition provisions. This is something that we need to start addressing now, rather than when 
the new system is completed and approved. For many small enterprises, some of their most 
significant assets are their deferred tax attributes, such as business tax credits and net operating 
losses. To make the transition to a new and improved system will require considerable attention 
to the treatment of these attributes as well as methods for handling such issues as existing 
inventories, depreciable assets, and outstanding debt obligations. Moreover, we must consider 
how the conversion to a new tax system will affect the financial statements of businesses and ways 
to address the resulting consequences. 

In conclusion, let me point out that nearly all of the small businessmen and women 
with whom I have spoken and those who have appeared before my conrunittee have stressed that 
they are willing to pay their fair share of taxes. But without real reform, the cost of the current 
system, both in terms of dollars and time spent on compliance, is robbing our country of the 
tremendous potential for sustained economic growth and jobs creation that small business 
represents. 


Thank you again for the opportunity to be here today. 
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Chairman Archer. Jan, thank you. As Chair of the Small Busi- 
ness Committee, your testimony is particularly welcome today in 
highlighting the negative impact of the current tax system on small 
business. 

On a personal note, I am going to regret your retirement and 
that you will not be with us in the next Congress because you have 
done an outstanding job in your career in the Congress and, par- 
ticularly, on small business issues. I am very grateful for your tes- 
timony. 

Ms. Meyers. Thank you. 

Chairman Archer. Are there any questions? 

Mr. Gibbons. 

Mr. Gibbons. I would just like to say to Mrs. Meyers it has been 
a privilege and a pleasure to know you and to congratulate you for 
the fine contribution that you have made to this Congress and to 
our country. 

Ms. Meyers. Thank you. 

Mr. Gibbons. We wish you well. 

Ms. Meyers. Thank you. 

Chairman Archer. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. I would just like to make 
a couple of comments, and maybe you could respond to them. 

As a small business owner myself and knowing how the Tax 
Code has affected me over the last several years, I know Congress- 
man Archer fills out his own tax return, but I am no longer able 
to fill out my own tax return. As a matter of fact, every year when 
I go through it with my accountant, I hope he has done it right, 
I know I sign it, and I know I am responsible for it, but I have no 
idea because of the complexities of the law. Once you own a small 
business, the complexities from that are so enormous and so dif- 
ficult to keep up with that it is very, very difficult. 

A couple other things that hit me. The first year I opened my 
business and, as I started to grow, you have various FICA taxes 
that you have to pay for your employees. Depending on the number 
of employees that you have will depend on when you have to file 
those FICA teixes and, depending on the amount that you paid and 
all of that. The penalties that come from ignorance are astounding 
and can add up to quite a bit to small businesses. I was a veteri- 
narian. I was working 90 to 100 hours a week just trying to make 
my business grow that first year. The last thing that a small 
businessperson seems to need is to have to worry about the com- 
plexities of our current Tax Code. They want to worry about mak- 
ing it that first year because that first year is critical to surviv- 
ability. 

Just your comments on the burdens that we could lift from small 
business people in easing the complexities in our Tax Code. 

Ms. Meyers. Your comments are very valid, Mr. Ensign. The 
first point that I stressed was that we have heard over and over 
from the small business community that simplicity is the most im- 
portant thing. Whatever we do with the Tax Code, they say make 
sure that it is simple. Everyone feels like that, but it is more im- 
portant for a small business than for a big business probably be- 
cause big business will have an office manager or a tax consultant 
or an attorney, perhaps, right on staff or on consistent call. Where- 
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as, for a small business, the cost and the time of compliance are 
very difficult for the owners to handle. It is often the small busi- 
nessman or woman, himself or herself, that is sitting there late at 
night doing all of the depreciation schedules, the paperwork associ- 
ated with taxes. So the point you make is very valid, and the first 
point that I made was that the tax system must be simple. 

Mr. Ensign. Very good. Just a couple other brief comments, and 
that is, when we are looking at reforming the Tax Code and taking 
into account that the engine that drives our economy is small busi- 
ness — and I applaud your efforts for being an advocate of small 
business — I think that this Congress has to take into account the 
engine that drives the economy as one of the No. 1 priorities in re- 
forming our current Tax Code. 

I think that, in the small business community, it is very easy to 
have a very large underground economy because when you are a 
small businessperson it is easier to do cash transactions. I think 
that that is a large part of our underground economy right now be- 
cause people perceive the tax rates as being punitive, as being too 
high, and they figure there are a lot of people that want to get 
around paying necessarily what others might consider their fair 
share. They try to get around that. I think that that is another 
thing that I am sure, being involved with the small business com- 
munity as you have been, you see that underground economy. 

The point that I would like for you to very briefly comment on 
is that the rates have to be low enough, in my opinion, whatever 
tax system we go to, to discourage the underground economy be- 
cause people are going to be smart enough, whether it is a national 
sales tax, a flat tax, a value-added tax, they are going to be smart 
enough to game the system if they feel that the rates are too high. 

Ms. Meyers. Yes. You have touched on another factor that is ex- 
tremely difficult for small business, and that is that they just don’t 
have the margin. They don’t have the cash flow. If we reduce the 
burden on the small business, frequently I think we find that we 
get better compliance and, actually, more money would come in. I 
thank you for making that point. 

Mr. Ensign. Thank you. "Thank you, Mr. Chairman. 

Chairman Archer. Mr. Rangel. 

Mr. Rangel. I want to thank you. Congresswoman Meyers, for 
your testimony but, as Sam Gibbons had said, that when they cre- 
ated the word “gentlelady” they probably were thinking about you. 
It has been an absolute pleasure to see you as an oasis of civility 
in this House, and we are going to miss you and, certainly, I hope 
that, even though you are leaving Congress, that you don’t give up 
the fight for us to make the tax laws for small businesses more 
simple. 

I come from a community that without the local small busi- 
nesses, some of the young people would have no idea as to how to 
go about getting to the so-called multinational corporations. 

Even worse than that, I had a business meeting to talk about the 
earned income tax credit, to talk about the targeted jobs credit, to 
talk about the empowerment zone, and after two or three meetings 
I was shocked and embarrassed to find so many of these sm^l 
business people were actually working off of the books because of 
the complexity of the Tax Code and because they had no one there 
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to assist them in knowing what was expected of them. So that, if 
you make it so difficult for people to do the right thing, then the 
temptation to do the wrong thing is there. So, while missing you 
in the House, I do hope that you continue to work with us and to 
continue to provide the leadership, and I would look forward to 
working with you. 

Ms. Meyers. Thank you very much, Mr. Rangel. 

Mr. Rangel. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Portman. 

Mr. Portman. I thank the Chair, and I want to echo the com- 
ments of Mr. Rangel, both in terms of his tribute to Jan Meyers 
and his comments on small business. You were my first Committee 
leader, and I am glad you are here before us today bringing this 
perspective of small business and being such an able advocate. 

You talked about the need for simplicity, predictability, sort of 
the safe-harbor notion, so small businesses don’t have to waste all 
of their time complying with the Code and worrying about whether 
they are complying. You talked about estate taxes, which I think 
is something this Committee will focus on more and more as we get 
into tax reform and its importance to small business. 

One issue that didn’t come up, and I just wondered if you had 
any input on it from all of your experiences, is the notion of fringe 
benefits and how they should be treated. In most of the tax reform 
proposals that are in the flat tax area, we talk about taking away 
the deductibility for health care costs, also for pensions and so on, 
and this is an issue that I have heard different things about from 
different people. It, obviously, depends on where the rate ends up. 
But what have you heard from small business in terms of the de- 
ductibility of fringe benefits? 

Ms. Meyers. Well, in my longer statement, I said that for many 
small businesses the cost of payroll taxes and employee benefits 
can be an enormous expense, frequently more than the Federal in- 
come taxes that they owe. Eliminating the deductibility of these ex- 
penses could have significant adverse consequences for many small 
firms. While the effects of lower rates, less paperwork and record- 
keeping, and increased availability of capital will certainly mitigate 
the loss of some deductions, the balance between the costs and the 
benefits deserves special attention with respect to the small busi- 
ness. 

So the point you make is good. The cost of payroll taxes and em- 
ployee benefits must continue to be a deductible item. 

Mr. Portman. ’That is helpful. I think, increasingly, as we are 
concerned about coverage for the uninsured and, as we are con- 
cerned about retirement savings, we are trying to figure out ways 
to get small business to provide more of that. I think we are lean- 
ing on small business more and more, and I think we need to be 
sure that we are not missing that in our discussion of tax reform; 
that we need to encourage and not discourage that kind of benefit 
being offered if, indeed, we want to see people covered and want 
to see an increased retirement savings. 

One final question, and that has to do with the individual income 
tax rates. I think a lot of the businesses that you have focused on 
and are concerned about pay taxes at the individual rate, sole pro- 
prietors, partnerships, subchapter S corporations, and I just won- 
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dered if you had any comments on that. It seems to me that the 
rate that individuals pay is particularly important to small busi- 
ness people and that, perhaps, was missed during the OBRA 1993 
discussion. We wouldn’t want to miss that in this discussion. 

Ms. Meyers. Of course, the Small Business Committee has 
worked hard for subchapter S reform, and Mr. Crane has a bill 
that would call for a change in the rates for subchapter S corpora- 
tions so that they can pay the same rate as C corporations. 

Mr. Crane might like to know I just spoke to the small manufac- 
turers this morning. They are very interested in that bill because 
right now small manufacturers, because of the fact that you men- 
tioned, pay taxes at the individual, 39-percent rate, and other cor- 
porations pay at the 34-percent rate. Of course, that 5 percent dif- 
ferential, if it is plowed back into the business, certainly should be 
allowed for subchapter S manufacturers, also. 

Mr. PoRTMAN. Thank you very much, and we will miss you, Jan. 

Ms. Meyers. Thank you. 

Chairman Archer. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

Briefly, Ms. Meyers, it was a pleasure to have served my first 
term on the Small Business Committee under your leadership. 

In your statement, you mentioned the double layer of taxation on 
investments of small business. You mentioned that we could go 
even further by eliminating the erroneous alternative minimum 
tax. Normally, the alternative minimum tax affects small busi- 
nesses that have a heavy capital investment. Have you received 
testimony from any of the small businesses in relation to their be- 
havior or how it has affected their behavior of investment for cap- 
ital assets based on the alternative minimum tax? 

Ms. Meyers. I don’t pretend to be an expert on the alternative 
minimum tax. That is certainly one of the things, though, that we 
have heard about with respect to the complexity and the difficulty 
of the current system, and it is another example of the duplication 
of taxes. This was one of the points that I made previously; if we 
could do away with capital gains or get some special treatment for 
capital gains and eliminate the alternative minimum tax, I think 
it would stimulate the economy in this country enormously. 

The other industrialized nations of the world that are the most 
progressive and the most successful have no capital gains tax at 
all, and so my answer to your question would be, yes, Mr. Collins. 

Mr. Collins. Thank you. I know the alternative minimum tax is 
often triggered when a business, whether it be small or large, has 
a heavy capital investment. As you make those investments, it can 
put you in more of a tax-liable situation than what you had antici- 
pated before making those types of investments and, once you do, 
you get caught into that situation. It has a way of discouraging in- 
vestment behavior in the future. Those heavy capital investments 
are often equipment investments that are made on a manufactur- 
ing line or an assembly line for the benefit of, oftentimes, union 
labor. As Mr. Gephardt agreed with us last year, AMT, the alter- 
native minimum tax, is one provision in the Tax Code that prob- 
ably eliminated more assembly line jobs and union jobs than any 
other provision in the Tax Code. I hope we can repeal the alter- 
native minimum tax. 
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We appreciate your testimony and your dedication to the Con- 
gress. Thank you. 

Ms. Meyers. Thank you for your comments, Mr. Collins. I might 
ay, Chairman Archer, that in looking around your Committee I 
ee a number of former Members of my Small Business Committee, 
ind I think I trained them extremely well. 

Chairman Archer. Are there further inquiries? If not, thank you 
ery much, Jan. We appreciate your testimony and your response 

0 the inquiries. 

Ms. Meyers. Thank you. Chairman Archer. 

Chairman Archer. Our first panel today is Jack Faris, president 
ind chief executive officer of NFIB; Paul Huard, senior vice presi- 
lent for NAM; and Kevin Kearns, president of the United States 
business & Industrial Council. If you three gentlemen would have 

1 seat at the witness table. 

If you have a lengthy written statement, without objection, it will 
le inserted in the record, and we would like for you to give a short- 
T oral statement, within 5 minutes, if you will. Mr. Faris, if you 
vill, we would like for you to proceed first. 

5TATEMENT OF JACK FARIS, PRESIDENT AND CHIEF EXECU- 
TIVE OFFICER, NATIONAL FEDERATION OF INDEPENDENT 

BUSINESS 

Mr. Faris. Mr. Chairman, thank you very much and thanks for 
laving the written testimony in the record. Thank you for having 
his Committee hearing. Also, I would be remiss if I didn’t thank 
ou for your 100 percent voting record for small business consist- 
:ntly through the years. So it is no surprise to us in the small busi- 
less community that under your leadership we would not be talk- 
ng about adding taxes or adding ways to get more money for the 
government. We would be talking about doing something about the 
(.3 million words and phrases in the IRS Code and regulations. So 
ve thank you very much, Mr. Chairman. 

The small business community is a very strong, vibrant part of 
'ur community. If, in fact, it was a stand-alone nation, it would be 
he third largest industrial power of GNP in the world. 

NFIB, the National Federation of Independent Business, is very 
(leased to represent what we think is the most special interest of 
ill Americans, and that is the “mom and pops,” the entrepreneurs 
n Main Street. 

We have 600,000 members in 50 States. We are issues based. 
)ur members dictate what stands we take on issues. For example, 
n the health care issue, 87 percent of our members were opposed 
o an employer mandate in health care, so we took a strong stand 
n that issue. 

When the NAFTA issue came up, we had one-third for NAFTA, 
ne-third against, and one-third that thought NAFTA just might be 
m auto parts house. Because, to many of us in small business, for- 
ign trade is the next county. 

On this issue of tax reform then, our members take a very, very 
lositive strong stand in terms of need for reform. Our average 
aember has five employees, $250,000 in volume a year, and they 
verage having $42,000 a year left over after paying everything 
Ise. 
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The NFIB, in representing small business, we see that 53 per- 
cent of all Americans live and work in a small business, 53 percent. 
Forty-two percent of all Americans say they live in a small busi- 
ness household — owner, manager, or employee. We found out after 
the elections in November 1994, 61 percent of everyone who voted 
said they live in a small business household. We also know from 
our survey work 72 percent of all Americans one day would like to 
own their own business. Eighty-five percent of all employers have 
six or fewer employees, and those businesses that have six or 
fewer, 2.4 are in the same family, very much a family business. 
Those businesses create over three-fourths of the new jobs in Amer- 
ica. 

Small business owners are the community leaders, the people 
that pay for the little league programs, that are standing on the 
corners on Saturday with the buckets to get change to help the 
charity of the community. They are the same ones that come in 
Monday mornings sometimes with three jobs; owner, manager, and 
filling in for who doesn’t show up. 

These people on Main Street are very concerned about tax re- 
form, and what are they telling us? Our members are telling us 
three things very specifically about tax reform. 

First, we need tax reform, and we need it badly. Small business 
owners are paying disproportionately in terms of especially compli- 
ance costs that this Committee has already heard about today, 
from $3 to $7 for compliance costs for every $1 paid in taxes. 

We also know, in looking at the cost of doing business, that the 
dreaded, feared IRS is a real component part of how everybody 
does business every day. No one enjoys paying taxes. But if we feel 
it is a fair system, that everybody is paying their fair share, that 
it is as simple as possible to understand, and, in fact, if we are not 
spending too much money, then our people will say we are for that 
tax reform. 

Second, we need reform, and we say no to the value-added tax. 
I have talked to my counterparts around the world. Our members 
agree with what they have found. It is an insidious tax. It is easi- 
est to change. There are a lot of negatives we can go into about the 
value-added tax at another time, but to put on the record, our 
members are very much opposed to it. 

Third, we are very open to a newer, simpler tax system. Our 
members are not set on an income tax or a sales tax, which is 
shown in the Kemp Commission on Tax Reform report that we had 
a single-rate system, but did not specify income or sales. Our mem- 
bers are open to it, but they do know that three things have to be 
bottom line in tax reform. 

First, we need to reduce the size and cost of government and 
what taxes we pay in the first place. Any other reform means we 
just start shifting around who pays the burden. 

Second, we must do something about the payroll tax. We must. 
Small business owners pay more money in payroll tax than they 
do in income tax. 

Last, we must have transition rules in any major substantial tax 
reform in America. The transition rules we didn’t have in 1986 
killed many small business owners and caused a great deal of prob- 
lems on Main Street. Transition is very important. 
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The bottom line for us is we need reform. We need substantial 
reform. We are willing and open to see any and all comers in terms 
of a plan. What we hope everyone will do, and the last point, Mr. 
Chairman, is that they will look at the tax test that we came up 
with in the Kemp Commission after going from one part of the 
country to the other. I think in Mr. Rangel’s district we had some 
very interesting comments from some of your constituents. Con- 
gressman, about the need for tax reform. Six points of policy and 
six points of principle. Our members say, if you go by this, we will 
have a much better tax system than we have today. 

Mr. Chairman, thank you for your leadership and for the oppor- 
tunity to testify today. 

[The prepared statement follows:] 
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Mr. Qiainman, my name is Jack Paris and I am the President and Chief Executive Officer of 
the National Federation of Independent Business (NFIB). NFIB is the nation's largest small business 
advocacy organization, representing mote than 600,000 snnall business owners in all 50 states and the 
District of Columbia. The typical NFIB trEtnber employs five people and grosses $250,000 in armual 
sales. Nub's membership minors the nation's industry breakdown with a majority of its members 
in the service and retail sectors. 

I want to thank you Mr. CJiairman and the Cortunittee for having me here today to discuss 
one of the greatest concerns of our membership: tax reform. But before I go into the impact of tax 
reform on small business it is important for the Committee to understand the composition of the 
business community and some demographics of small business owners. 

Small Business: America's Job Growth Engine 

First, it is important to kx>k at the business community as a whole. One inaccurate perception 
in this country is that all business is big business. This is not correct There are five million 
empk))cis in the United Stales today. Of those five million, 60 percent of them enqrloy 4 employees 
or fewer and 94 percent etiqiloy fewer than 50 employees. These figures illustrate a fact that is 
typically lost during debates on the impact of certain government policies - small business by pure 
volume domiiiaies this country's economic engine. 

Another misleading perception is that a small business is a smaller version of a big business. 
Nothing could be further from the truth. For example, one-half of small business owners stan their 
business with less than $20,000, most of which is from personal or family savings. Most small 
business owners do not irake a kit of money (40 percent earn less than $40,000); they survive on cash 
flow not profitability. Start-up small businesses are the most vulnerable. Of the 800,000 to 900,000 
businesses that start each year, half will be out of business within five years. Many small business 
owners will tell you that the burden of government regulation has much to do with whether they 
survive or perish. While it is rough going at the start, the small businesses that do make it are the 
major job generators in this country. From 1988 to 1990 small business with fewer than 20 
enployees accounted for 4. 1 million net new jobs, while large firms with mble than 500 employees 
lost 501,000 net jobs. 

There is growing national recognition by politicians, economists, and all citizens alike of a 
disturbing fact ~ the buiden created by federal regulation falls predominantly and disproportionately 
on the very people who we rely upon to create jobs; small business owners. 

Small Business Owners Want Tax Reform 

In addition to my role as President and CEO of NFIB I also served over the past year as a 
Commissioner on the National Commission on Economic Growth and Tax Reform. In my role on 
the Commission I represented the interests of small business but I should emphasize that NFIB's 
members have not voted to specifically endorse the Commission Report I do, however, believe that 
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the principles advocated in the Commission's report largely reflect the general consensus of what we 
have heard from small business about how the federal tax code should be changed. 

For instance, our members have told us repeatedly that tax regulations and the compliance 
burden still rank highest among their problems and priorities. In our most recent monthly "Small 
Business Economic Trends,” taxes and regulations were the top problems facing small businesses in 
America. In an extensive survey of our itembers on tax policy (“NFIB Tax Survey"), completed last 
year, 79 percent of those responding said we should substantially change the federal tax code as it 
affects both businesses and individuals: 5 percent said the code is generally o.k. as is. 

Importantly, our members believe that tax reform should encompass two main facets: 1) 
lowering taxes, and 2) sirttpUfication. In an NFIB tax survey question on the greatest burden created 
by our federal lax system, the amount of tax paid, at 42 percent, was followed closely by the 
complexity of the tax laws/rules, at 39 percent 

The Findings of the National Commission on Economic Growth and Tax Reform 

The report produced by the 14 member Tax Reform Commission and issued this past January 
attempts to lay out a blueprint for a completely new tax system in America. How did we design this 
blueprint? We listened. In 12 pubhc hearings all around the country, in Omaha, Nebraska; Palo Alto, 
California: Harlam, New York, and other locations we listened to over 120 wimesses, which included 
a great number of small business owners from all walks of life - farmers, high-tech entrepreneurs, 
retailers, accountants and manufacturers who were singly fed up with the current tax code. The 
Commission received letters from thousands of U.S. citizens, including many NFIB members. 

What did the Commission hear? We heard overwhelmingly that the current tax code is 
irreparably broken. The seven million word mess is economically destructive - it discourages savings 
ard investment; it's impossibly complex; it's overly intrusive: it's unfiur. We heard American taxpayers 
tell us that they want change - a completely new tax system in America. 

Yes, this sounds overly simplistic, but the idea of throwing out the current system and creating 
a new one gives us a starting point, a goal. Many have found seemingly limitless reasons to criticize 
tax reform proposals, — ifU only benefit the rich, itU hun senior citizens, ifU raise the dericit. it'll 
destroy the housing industry, itll hurt holders aid purveyors of municipal bonds. Not to say these 
are not valid conoenis, because all potential impacts should certainly be carefully considered and 
examined as we proceed with tax reform. But the problem with irony of these critics is that they only 
know how to criticize. The implication is that they support continuing the status quo. 

For small business owners, perhaps the worst thing the government could do in tax reform 
is have no reform at all. 

The current tax code hurts small businesses 

What's wrong with the status quo? It's smothering small business. It's a wonder that small 
businesses continue to survive despite the burden of high taxes and endless tax paperwork. 

In a study recently presented in testimony to your committee, Arthur Hall of the Tax Foundation 
fouiiu that small corporations (assets of $l million oi less) had to pay a minimian'</f $724 in 
compliance costs for every $100 paid in income taxes — a total of $28.6 billion in compliance costs 
for these small business owners compared to $3.9 billion paid in income tax. A truly staggering 
amount. Additionally, small firms. Hall reported, bear a compliance burden at least 24 times greater 
than big business. 

Statistics, however, do not do justice to the real story told by the thousands to the Tax 
Reform Commission, or the hundreds of thousands to NFIB. Real small business owners are 
struggling and even being put out of business every day because of the current tax code. 

They have told us that endless paperwork associated with tax regulations takes more and 
more of their time, allowing less and less time to run their business. They have told us that 
Alternative Minimum Tax and depreciation calculations mean endless hours of work and high 
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accountants fees, often for tittle bottom-line tax benefit. They have told us that the federal estate tax, 
which reaches 55 percent, destroys a business owner's will to grow a business and preserve it for their 
heirs. They have told us that the payroll tax represents for the majority of small business owners their 
largest single tax burden, and a great disincentive to hiring additional employees. 

The Tax Reform Commission Recommendations 

Contrary to the assertions of some critics, the Tax Reform Commission report makes very 
bold recommendations. It is important that the report recommendations not be taten lightly. The 
Commission recognized that there is no single "correct" way to reform the tax code, and so we did 
not tecottunend a particalar plan. There are many options that could provide revolutionary 
improvements in the way our government collects necessary revenue. The Commission therefore laid 
out "The Tax Test" that we believe any tax reform plan must pass; 

Six Points of Principle 

* Economic growth through incentives to work, save and invest 

* Fairness for all taxpayers. 

* Simplicity, so everyone can figure it out 

* Neutrality, so people and not government make choices. 

* Visibility, so people know the cost of government 

* Stability, so people can plan for the future. 

Six Points of Policy 

* A single tax rate. 

* A generous personal exemption to remove the burden on those least able to pay. 

* Lower tax rates for America's families. 

* Payroll tax deductibility for workers. 

* Ending biases against work, saving, and investing. 

* Making the new tax system hard to change. 

What specifically, does a reform plan that passes this test mean for small business owners? 


It mr— nvestments can be expensed in the year they are made, rather than depreciated over 
time — an enosmoos incentive for small business growth atxl an elimiiiation of one of the most 
onerous tax regulasoiy req u ir e m en t s - depreciation. Out of six areas of tax law considered some of 
the most cottqtlex for small busiiiess owners (independent contractor, depreciation, alternative 
minimum tax, inventoty aocountaig, employee benefit rules, and home office deductioa), depreciation 
ranked 2nd only to employee benefit rules as the most complex in the NFIB tax survey. 

It means separate taxation of coital gains would be abolished, opening the floods gates of 
capital to help the business grow. 

It means elimination of federal esute and gift taxes - perhaps the most anti-growth and anti- 
femily tax in todays code. Of nitte types of taxes (business income, personal inpome, FICA,'TOTA, 
personal property, real property, estate and gift, retail sales, and other), estate and gift taxes ranked 
as tbe most unfair tax in the NFIB tax survey. ' 

It means enhanced stability in the tax code and greater confidence in business decisions 
because a supermajority 2/3rds vote would be required in Congress for any tax increase. In a June, 
1995 mandate question asked of all 600,000 plus NFIB members, 74 percent of respondents 
supported a supermajority requirement for tax increases. 

And it means a disincentive to job creation is alleviated though allowing full deductibility of 
payrofl taxes for both employers and employees. Of five major tax burdens, payroll taxes were listed 
as the most costly tax in the NFIB tax survey, just ahead of personal income taxes. Additionally, 53 
percent said payroll taxes ate less fair or much less fair than business income taxes. 
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In his testimony, Arthur Hall estimates that major tax reform could reduce the cost for 
businesses of complying with the current tax code by as much as 95 percent. Harvard University 
Department of Economics C3iaiiman Dale Jorgenson, also in testimony before your committee, 
asserted that tax reform could result in an immediate increase in the Gross Domestic Product of 13 
percent. With these potential benefits, it is clearly imperative that Congress reform the tax code. 

The Transitian •• Things to consider 

So, tax reform must be accomplished, but how do we get there? Indeed, there are no simple 
answers, and this testimony does not attempt to provide them. As pointed out in the Commission 
report: 


Emerson once said that The fleld cannot well be seen from within the 
field.' Stams-quo thinkers are so bent on preserving the present 
system that they have blinded themselves to the brilliant rainbow of 
new benefits a new system would bring — from more jobs to higher 
wages, to lower interest rates, to greater compliance. These rewards 
will help ease transition, and help pay for the changes involved. 

Yes, we must take care to protect existing savings, investments, and other assets. Some of 
the issues of specific concern to small business owners are the following: 

Treatment of existing debt If, as under some reform proposals, a borrower is no longer 
allowed to deduct interest paid on loans, we must consider some kind of grandfather provision that 
continues deductibility for old debt, or at least makes it easier to refinance. 

Treatment of unased depreciation. Possible options are to allow immediate write-off of 
umecovered basis, a grandfather for oU depreciation schedules, or accelerated depreciation to hasten 
transition. 

Tieatment of net operating losses. A grandfather provision might allow continuing to carry 
the losses forward. Another option would be to allow some land of a cash-out credit 

Treatment of fringe benefits like heal th iiLSurance . Losing deductibility would certainly be a 
negative for snail buskiess ownen, but, if necessary, this would certainly be a small price to pay for 
the benefits of compkte tax reform. Additionally, it would level the playing field between the self- 
employed, who cuiready are allowed to deduct only 30 percent of their health insurance costs, and 
C-corpotations, who today are allowed a 100 percent deduction. 

Treatment of mortgage interest deductions. As outlined in the Tax Reform Commission 
materials, allowing a deduction for mortgage interest while the interest to the lender is taxable is no 
more expensive than denying the deduction and not taxing the interest to the lender. Consequently, 
tax reform and transition to it might be made easier by retaining the deduction. 

Conclusion 

However we handle the issues of transition, which will surely not be easy, it fr abundantly 
clear that America's small business owners, perhaps more than any segment of our society, are ready 
and eager for change. Small business owners have survived and served as this nation's job growth 
engine, despite the overwhelming burden placed upon them by today's tax code. By lifting this 
burden we will allow them to reach their full potential, and be able to see the true power of the 
American entrepreneurial spirit 

Thank you Mr. Chairman for your leadership on this issue and for holding this important 
hearing. We look forward to much more dialogue like we have had today. 
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Chairman Archer. Thank you, Mr. Faris. 

Our next witness is Mr. Huard. Mr. Huard, you may proceed. 

STATEMENT OF PAUL R. HUARD, SENIOR VICE PRESIDENT, 

POLICY AND COMMUNICATIONS, NATIONAL ASSOCIATION 

OF MANUFACTURERS 

Mr. Huard. Thank you, Mr. Chairman. I, too, want to congratu- 
late you for holding these very important hearings on the effect of 
replacing the current income tax on small business. 

NAM, the National Association of Manufacturers, has 14,000 
manufacturing members and of these over 10,000 are small firms 
that employ 500 or fewer employees. Therefore, this issue is of par- 
ticular importance to them. At least one-third of those members are 
also subchapter S corporations and I, therefore, want to congratu- 
late Mr. Crane for his very strong efforts to redress the situation 
where a subchapter S corporation can actually pay a rate five 
points higher than a subchapter C Fortune 500 corporation on its 
reinvested profits, something which we think ought to be fixed im- 
mediately, and then we will reform the system maybe next year. 

We believe the single biggest obstacle now to economic growth in 
this country is the current Tax Code. We think there are two prin- 
ciple reasons for that. One, particularly, for small businesses, 
which is the subject of this hearing, is the aggregate levels of tax 
are just simply excessive. When you look at the fact that the vast 
majority of business taxpayers pay at the personal rates rather 
than at the corporate rates and you look at the cumulative effect 
of the personal rates, plus the payroll tax rates, plus lousy depre- 
ciation systems, often complicated by the alternative minimum tax, 
they just don’t have the cash flow to reinvest in additional capital 
equipment, in R&D, in more jobs, in higher wages. The money is 
just not there. It is going into the tax system, and that is depress- 
ing the growth rates in this country. 

The other major issue has already been alluded to. I will rein- 
force it. The compliance costs of the current system are just grossly 
excessive. I guess, with the Fortune 500 companies, the IRS actu- 
ally raises more in taxes than those companies spend on computing 
the tax, but it is certainly not the case with the small business, 
which doesn’t have an in-house tax department and ends up paying 
professionals to do their returns and spending $3 to $7 I have 
heard, according to one estimate, for every $1 the IRS gets out of 
the process. That is just ridiculous. 

We, therefore, think that the current system needs to be re- 
placed. It ought to be replaced with a system which, in our view, 
follows three major principles; simplicity, fairness, and stability. 
Simplicity is obvious. We have to get rid of these ridiculous compli- 
ance costs so that we can raise an adequate amount of revenue 
without wasting money that could be otherwise used for R&D, for 
capital investment, for jobs, for wages, and for employee benefits. 

Fairness, in our view, means, if you are going to tax income, you 
should only tax it once. You shouldn’t tax wage income twice 
through the payroll tax and the income tax. You shouldn’t tax cor- 
porate income twice by taxing the corporation and then taxing the 
dividends paid to the shareholder. You shouldn’t tax income that 
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saved rather than consumed by taxing again any income it 
ims, and on and on. 

Finally, stability, perhaps one of the most important elements of 
ly significant tax reform. Once you make a decision that you have 
>t a system you like that you think is fair, that you think is rea- 
nable, you should have some kind of super majority requirement 
that it becomes very difficult to change. 

I have watched the process by which the so-called Historic Com- 
ict of the Tax Reform Act of 1986 has been eroded. The deal was 
ipposedly we will lower the rate and broaden the base. Some of 
> thought, well, are they going to narrow the base when they start 
ising the rate? Of course, they didn’t. The rate, top margin rate 
income on earned income, has gone up by one-half It used to be 
i percent. In 10 years it has gone to about 42 percent. So we 
ink you have to have something that prevents that, and I think 
super majority voting requirement is essential. 

That concludes my testimony, Mr. Chairman. Thank you. 

[The prepared statement follows:] 
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TO SMALL MANUFACTURERS 

BY PAUL R. HUARD 

SENIOR VICE PRESIDENT. POLICY AND COMMUNICATIONS 
NATIONAL ASSOCIATION OF MANUFACTURERS 

BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 

APRIL 24, 1996 


Thank you, Mr. Chairman. I am Paul R. Huard, Senior Vice President of the 
National Association of Manufacturers. It is a pleasure to be here this morning to present 
the NAM’s views on the importance of tax reform to small manufacturers. 

The NAM is the nation’s oldest and largest broad-based industrial trade association. 
Its nearly 14,000 members include more than 10,000 small firms having fewer than 500 
employees each. Our members are located in every state, produce about 85 percent of U.S. 
manufactured goods and employ about 85 percent of the U.S. industrial workforce. 


The need for tax reform is urgent. We have concluded that the single biggest 
obstacle to increased economic growth and rising living standards is our impossibly complex 
and ever-changing tax code. While the problems of the current federal tax system are many, 
two are of paramount concern: [1] the system’s generally excessive levels of taxation on 
income from work, savings and investment; and [2] the almost universally excessive costs of 
complying with the system. I will comment on each of these in turn and include some 
specific observations on the effects on small manufacturers. 


The ways in which the cunent tax code penalizes work, savings and investment are 
almost too numerous to mention. Here, however, are a few of the more egregious examples: 

Wages, salaries and self-employment income are subject to both income taxes 
and payroll taxes, and the latter have risen so high that many workers now pay 
more in payroll taxes than they do in income taxes. 

The regime for taxing capital gains fails totally to reward entrepreneurial risk- 
taking and, even more perniciously, often taxes as a "paper gain" what is 
actually an economic loss if inflation is taken into account. 

Our capital recovery system is one of the worst in the industrialized world, 
particularly in those numerous instances when an already weak depreciation 
system is further exacerbated by the applicability of the corporate alternative 
minimum tax [AMT]. 

The personal and corporate tax systems are not properly integrated, so that 
corporate earnings paid to shareholders are doubly taxed. 
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Whether earned or unearned, taxable income that is saved and re-invested - 
rather than consumed ~ is taxed again and again and again, until withdrawn 
from savings or investment and consumed. 


Let me comment now on how some of these problems are especially harmful to small 
manufacturing firms. Foremost is the rate of tax on personal earned income. This is 
important because the vast majority of U.S. businesses pay tax at the personal rather than the 
corporate rates, because they are either sole proprietorships, partnerships, or Subchapter S 
corporations. While only a few small manufacturers are sole proprietorships or partnerships, 
it has been estimated that more than a third of them are Subchapter S corporations. 

Tax rates were lowered substantially under the Tax Reform Act of 1986, although 
even then ~ particularly for small manufacturers that tend to be capital intensive - this rate 
reduction did not fully compensate for the loss of the investment tax credit and the significant 
weakening of the depreciation system that also occurred under the 1986 Act. 

The governing principle of the 1986 Act — much touted at the time — was the trade- 
off of lower rates for a larger taxable base. Some skeptics at the time expressed the fear that 
rates would soon be raised again without any commensurate narrowing of the base. This, of 
course, is precisely what has occurred. The top marginal rate of tax on income under the 
1986 Act was 28 percent. Today’s top rate — appropriately calculated to take into account 
back-door increases through reductions in personal exemptions and itemized deductions — is 
about 42 percent, a staggering 50 percent increase! Narrowing of the base has been 
nonexistent or at best negligible. 

The negative effect of all this on a family held capital-intensive small manufacturing 
firm whose owners pay taxes under the personal rate structure is hard to overstate. In order 
to grow and create jobs, such a firm must constantly make new investments in plant, 
machinery and R&D, More often than not, such investments arc financed from current cash 
flow rather than by raising new debt or equity capital. This is where the current tax system 
is extraordinarily harmful. 

Increased personal income tax rates, combined with higher payroll tax burdens and 
lower depreciation deductions, make retention of profits for reinvestment much more difficult 
for a small closely held firm than for a large publicly held corporation. Perversely, the large 
firm will very likely have a lower effective rate of income tax on retained earnings. And in 
most cases it will also enjoy a lower dependence on cash flow, since typically it will be in a 
much better position to leverage the present value of a stream of future depreciation 
deductions into additional capital. 


Let me now turn briefly to the issue of the cost of complying with a system whose 
complexities have grown so byzantine as to be incomprehensible to all - whether the 
legislators who wrote it, the Internal Revenue Service personnel who have to enforce it, or 
the taxpayers who have to live with it. 

Few would challenge the proposition that the costs of complying with the current 
federal income tax are grossly excessive. This is especially true of smaller firms which tend 
not to have in-house tax departments. One Tax Foundation smdy estimated that small 
corporations having assets of $1 million or less paid over seven times more in compliance 
costs than in actual taxes ! That’s at least $7 billion in compliance costs for each $1 billion in 
taxes collected from these firms. 

In a recent survey of the NAM’s small manufacturing members, more than a third of 
the respondents identified the IRS as the federal agency for which their compliance costs 
were the highest. The IRS ranked higher than all other agencies, including EPA and OSHA. 
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The bottom-line effect of excessive compliance costs to a small manufacturer - who 
as I mentioned previously is likely to be extremely dependent on current cash flow - is less 
money for new machinery and equipment, less money for R&D, and less money for higher 
wages or additional jobs. 


That’s why tax reform is so urgently needed. The NAM believes a reformed system 
should have the following characteristics: 

Simplicity . What’s needed is a simple low-rate system with relatively few 
deductions or other adjustments, so that the many billions of dollars cuaently 
wasted on complying with the current system can be applied to more 
productive uses. 

Elimination of Multiple Taxation . Income once taxed should not be taxed 
again just because it is saved or reinvested rather than consumed. Wage 
income should not be subjected to both income and payroll taxes. Similarly, 
business income should be taxed only once so that, among other things, 
corporate profits paid as dividends should not be taxed to both the corporation 
and the shareholder. Further, business taxes under any new system should be 
compatible with those of our trading partners so that, for example, American 
exports are not double-taxed by the U.S. and the destination country. 

Stability . Present taxes are both disliked and hard to deal with in large part 
because they are in a constant state of flux. Procedures such as supermajority 
voting requirements should be adopted to ensure that future revision is both 
difficult and infrequent. 

Adoption of a simple tax system that taxes all income but once and that is not biased 
against work, savings and investment should be one of the nation’s highest priorities. The 
resulting dynamic increase in economic growth would benefit businesses and their employees 
alike. We can see no other way to improve ineomes and living standards for all Americans 
while at the same time maintaining the global competitiveness of U.S. businesses, especially 
small manufacturers. 


Thank you, Mr. Chairman. That concludes my prepared remarks on this subject. I 
would be pleased to address any questions you or other members of the Committee might 
have. 
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Chairman Archer. Thank you, Mr. Huard. Our last witness on 
this panel is Mr. Kearns. Mr. Kearns, you may proceed. 

STATEMENT OF KEVIN L. KEARNS, PRESIDENT, UNITED 
STATES BUSINESS & INDUSTRIAL COUNCIL 

Mr. Kearns. Thank you, Mr. Chairman. We appreciate these 
hearings today, and last year you held another excellent set of 
hearings on tax issues of concern to small business. 

I represent 1,500 companies in the U.S. Business & Industrial 
Council and a sister organization of 250,000 grassroots members in 
the Council for Government Reform. 

We believe that the two largest impediments that small and mid- 
size businesses in this country are facing are overtaxation and 
overregulation. Overregulation is an issue for a different hearing 
and a different set of circumstances. 

I think my value added to this hearing, to add to all of the things 
that have been said this morning, is maybe to step back and point 
out that in one generation the United States has gone from the 
world’s largest creditor Nation to the world’s largest debtor Nation. 
It is clear that savings and investment in the United States are the 
lowest among the industrial world, lowest among our rivals. 

We have seen a decline in the size, the number, and the size of 
the wealth of American corporations involved in manufacturing and 
a serious decline in the number of manufacturing jobs in this coun- 
try. I think it is imperative then that we, as a nation, stress the 
importance of investment-oriented tax policy. 

There has been a longstanding bias in our tax policy against sav- 
ings and investment, and the effects seem to be accelerating. In 
things like capital gains taxation, our major competitors in the 
world have either nonexistent or very low rates of taxation on cap- 
ital gains. 

If free enterprise is to survive in this country, as we know it, and 
the Nation’s citizens are to enjoy a high standard of living, we sim- 
ply must reform the Tax Code. Citizens must be allowed to retain 
their earnings and be given incentives for investing in the produc- 
tive future as opposed to consuming and spending. 

The estate tax, I want to point out, in particular, is a very oner- 
ous tax on small businesses. It successfully targets family-owned 
businesses. It makes it nearly impossible for a business to get from 
a first to a second generation and even more difficult for a business 
to get from a second to a third generation. 

It certainly discriminates against many of my members who 
work in family-owned businesses and have put in almost a lifetime 
of work waiting to inherit the business from their parents without 
a true ownership share of the business. 

When the estate tax hits on the death of the principal owner, 
these people are, in effect, disenfranchised. All of their hard work 
is for naught. 

The estate tax forces liquidation of these businesses. It causes 
business failure as heirs struggle to comply with IRS regulations 
and to pay the tax. It curtails the growth, and it harms the entire 
American economy. 

I think that often, too often today, the owners of successful fam- 
ily businesses are forced to sell out to larger corporations, and we 
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are seeing a change in the scale of businesses affecting many com- 
munities. The businessowners that I represent, as Mr. Faris has 
pointed out with his businessowners, are the bedrocks of their com- 
munities. They are large fish in small ponds. They are large-scale 
employers. They have a different relationship with their employees 
than managers, say, or directors of Fortune 500 companies who can 
lay off 40,000 people that they have never seen. 

Our members employ people in the communities. They worship 
together. They shop at the same grocery stores. Their kids go to the 
same schools. So preserving these businesses is actually a way of 
preserving American communities. It is very important in farming 
and ranching that rural America, the way of life there, be pre- 
served by eliminating estate taxation, capital gains taxation on 
these businesses. 

We have five tests for a reformed Tax Code. It must be simple. 
It must be fair. It must be stable and allow businesses to plan. It 
must be neutral, so that government is not a large factor in the 
businessowners trying to plan the direction of his business, and 
taxation should be visible so all Americans know what they are 
paying in taxes. 

We have not made a final decision about the shape of a reform 
tax, whether it be flat tax, consumption, and so forth. We tend, at 
this point, to favor a consumption tax, but it is clear that we need 
complete reform of the Tax Code. We need government out of our 
business decisionmakings, and we need to free the American busi- 
nessmen to compete in this globalized marketplace that we have 
created in America through our trade agreements. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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UN I T E D 



STATES 


Business and Industrial Council 


Americans Need and Demand Tax Reform 

Chairman Archer and Members of the Ways and Means Committee, thank you for inviting the 
United States Business and Industrial Council (USBIC) to testify on tax reform. 

The U.S. Internal Revenue Code is a bureaucratic nightmare that must be reformed if American 
businesses are to compete successfully in the 21st Century. 

In one generation, the United States was transformed from the largest creditor nation in the 
world to the largest debtor nation, with a national debt of over $4.7 trillion dollars. Tragically, the 
United States has the lowest rate of savings among the industrial nations and the lowest percentage of 
capital investment in new plant and equipment. With accelerating de-industrialization has come the loss 
of w’orld leadership in key industries, obsolescence in industrial facilities, a decline in the size and wealth 
of American corporations engaged in manufacturing, and a serious decline in the number of 
manufacturing jobs. 

Therefore, USBIC holds that it is imperative to stress the importance of an investment-oriented 
tax policy. There has been a longstanding bias in U.S. tax law against savings and investment whose 
effects are now worsening. The economy will not improve without strong incentives for investments in 
private sector projects; there will also be a concomitant diminished ability to grow and fewer jobs. 

Rapid capital formation is the key to a prosperous economy. Unfortunately, U.S. tax policy 
discourages capital formation. If free enterprise is to survive and the nation is to enjoy a high standard 
of living, capita! formation must be encouraged. Citizens must be given incentives for investing instead 
of spending. The creation of such incentives means allowing citizens to retain their earnings. Therefore, 
USBIC believes in tax refoi'm that will encourage capital formation. A full scale reform in the form of a 
consumption tax, for example, would dramatically simplify the tax code and encourage savings. 

Regarilless of the form that a new^ tax code would finally take, USBIC advocates complete and 
immediate repeal of the federal estate tax. 


American Business and the Federal Estate Tax 

Today, when a business owner dies, the federal estate tax confiscates 37 percent of his assets 
valued between $600,000 and $1 million, rising to 55 percent of his assets valued more than $3 million. 
Gifts valued at more than $1 million lo grandchildren are taxed at 55 percent. Many, if not most 
businesses are crippled severely or closed by this unfair tax hit. 

USBIC strongly believes that taxing a business just because its owner died, even though he had 
payed taxes every year of his life is not only wrong, but immoral - and it damages the entire American 
economy. 

The federal estate tax ought to be repealed immediately for two reasons. First, family-owned 
and closely-held businesses are the backbone America’s economy and a bedrock of America’s culture. 
They must be preserved. Second, excessive estate taxes prevent business owners from giving the fruits of 
their lifelong labors to loved ones, destroying businesses, jobs, and communities in the process. 
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Clearly, repealing the federal estate tax represents an investment in the future of families, 
businesses, and communities. 


Estate Tax Relief: Good for Business, Imperative for Our Economy 

Close examination of the federal estate tax code reveals extremely disturbing facts about the 
“philosophy” behind the code and about the harsh reality and harmful effects of this particular tax. Let 
us discuss the negative aspects of this onerous estate tax in detail: 

• Targets successful family businesses - The federal estate tax unfairly singles out family-owned 
businesses. It confiscates a massive 37 percent of assets valued between $600,000 and $1 million. 
Assets valued above $3 million are taxed at an outrageous 55 percent! Publicly-held businesses 
are UQi subject to this tax. 

• Discriminates against the successor generation - The heirs to a family business have spent 
their entire adult lives building value to the concern through “sweat equity.” The estate tax 
wipes our heirs’ years of contributions to the business in one instant. 

• Forces liquidation - Successful family enterprises are often “ownership-rich” but “cash-poor.” 
Estate tax bills force heirs to liquidate a business, often which they have worked in their entire 
lives with the expectation of inheritance 

• Causes business failure ~ When a business owner is determined to pass his business onto the 
next generation, it is often impossible to pass the business on intact. The costs of insu. u.ice, 
estate planning, legal fees, and accounting fees often turn a profitable business into a marginal 
one. 

• Curtails growth -- The Tax Foundation, a respected economic think-tank, concluded in a recent 
study that the current high rate of the estate tax produces the same disincentives to growth as 
doubling the current income tax rates. 

• Harms the economy -- Although the estate tax takes a toll on family entrepreneurs, the toll on 
the American economy is much greater. This burden on our nation’s most productive citizens 
eliminates jobs, permanently damages communities that rely on ihei; businesses, and hampers 
our nation’s international competitiveness. 

The last point is of cnticaI.CQncerii_l&U SBIC members. 

Owners of successful family enterprises often are ownership-rich but cash-poor. Therefore, the 
opportunity to maintain the family business is often limited to developing incentives for their heirs to 
remain actively involved in the management of the business. Unfortunately, the only other alternative 
often is to sell the enterprise to a larger business organization. 

USBIC is concerned about the structure of an American national economy increasingly 
dominated by large-scale enterprises. Tax policy should not operate so that family-owned businesses 
must be sold to satisfy estate tax obligations. Attempts at reforming U.S. Code Section 2036(c) were 
largely unsuccessful in this respect. Because of discrimination against families in the tax code, greater 
numbers of small and medium-sized businesses, farms, and ranches will increasingly be acquired and 
controlled by large corporations. 

The Council believes that America's family enterprises are tremendously important to the 
economic and social structure of the nation. These businesses have become the most fertile environment 
for the innovations that have accounted for the United States' success in the international trade arena. 
Most Americans undoubtedly believe lax policy should promote the health of family businesses, 
including family farms and ranches. However, tax laws discriminate by making it difficult for a family 
business to pass from one generation to another. 

Nearly all new jobs are created by family-owned and closely-held businesses, not large 
corporations. In fact, Fortune 500 companies have failed to create a single new net job during the past 
15 years. 

Funhermore, this federal “death tax” is the main reason why fewer than one-third of the family 
owned businesses are successfully passed from the first generation to the second, and why only one m 
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ten tamily-owned businesses is successfully passed from the second generation to the third. 

Unfortunately, when the business is sold to pay estate tax debts, it is often purchased by an out- 
of-town, large-scale corporation, which proceeds to lay off employees because of job duplications created 
by the merger. 

It is much easier for out-of-town employers to lay off workers unknown to them. These layoffs 
affect the entire community. Sales drop at department and grocery stores. Restaurants and other 
entertainment businesses lose revenue. These losses, in turn, inhibit new job creation in the community. 

FamDy business owners know their employees and maintain personal relationships with them. 
They w’orship together, shop at the same grocery stores, and send their children to the same schools. In 
shoa, employees are not just arbitrary numbers to the local business owner - they are neighbors. 

Finally, USBIC is also concerned about the basic issue of fairness in an economy in which 
entrepreneurial opportunities are denied to succeeding generations in order to raise the relatively small 
sum of a few billion dollars in estate taxes. 

Penalizing those family members who worked to build a successful business is obviously a short- 
sighted, short-term approach to revenue generation - one which will actually decrease revenue over the 
long term. 


The American People and Tax Relief 

The American people have been sending Washington loud and clear signals over the last several 
years. They demand LESS government, LOWER taxes, and MORE control over their own destinies. 
These demands have been building throughout the country, and clearly have emerged as national issues 
today. 


Anti-government sentiment among the American public is stronger than ever. People are 
convinced that governmental programs and policies such as estate taxation are wasteful and harmful. In 
addition, the general population does not believe the government has the ability to operate efficiently or 
even accomplish its stated policy objectives. Consider the fact the more young Americans believe in 
UFOs than believe that they will receive Social Security in their own lifetime. 

Public concern about the consequences of excessive taxation is great. People are “pre-sold" on 
the notion that most taxes are unfair to some people and that widespread reform is needed to correct 
injustices that have crept into the tax code. 

Let us further look at the injustices of the federal estate tax. 

In 1994, the federal government received $15 billion in estate tax revenue of which 12% was 
collected from closely-held businesses. In fact, the entire $15 billion sum represents less than 1% to total 
federal receipts. Collecting this less-than-l-percent of federal revenue resulted in the destruction of 8 
percent of Americans’ savings. 

Furthermore, the federal estate tax is so complex that it comprises 82 pages of the U.S. Internal 
Revenue Service Code and an additional 289 pages of Internal Revenue Service Regulations. This 
complexity results in endless litigation. More than 10,000 federal estate tax-related cases are pending 
before federal courts. 

As a result, the IRS spends an inordinate amount of time and money processing and enforcing 
the federal estate tax statute. One estimate shows that 65 cents out of every dollar raised from the 
federal estate tax is spent on enforcement and compliance. Instead of protecting local private sector jobs, 
the federal estate tax just provides guaranteed employment for IRS bureaucrats. 

The outcome of spending so much money on enforcement and compliance is that the federal 
government would be able to raise significantly more money over the long term if the estate tax was 
repealed. Economists Gary and Aldonna Robbins show that net federal revenue would have been $21 
billion more and the America’s stock of private capital $400 billion higher in 1991 if the federal estate tax 
had been repealed in 1971. 

During the same twenty-year period, America's Gross Domestic product would have increased 
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by almost $50 billion and over 250,000 new jobs would have been created had the transfer tax been 
repealed. Over the next seven years, the stock of private capital is projected to increase by $630 billion 
coupled with the addition of nearly $80 billion to the Gross Domestic Product and more than 225,000 
newly created jobs. 

Finally, because the 1981 increase in the exemption of federal estate tax to $600,000 was not 
indexed to inflation, this exemption is now worth less than $380,000 in 1981 dollars. 

Clearly, the cost of this business-destroying tax far outweighs the benefits to communities and 
the economy. 

The reconciliation bill vetoed by President Clinton increased the personal exemption from 
$600,000 to $750,000 over six years, a step which merely addresses the effects of inflation. It also allowed 
$1 million in family-owned business assets to be exempted and gave a 50% tax break on the next $1.5 
million in assets. These provisions of the reconciliation bill represented an excellent down payment on 
total estate tax repeal. 


Estate Tax Repeal Legislation: An Overview 

Legislation introduced last year and supported by USBIC should be included in any 
comprehensive tax reform legislation considered by Congress. 

The Senate version, S. 628, introduced by Senator John Kyi (R-AZ), and the House version, 
H.R. 784, introduced by Representative Chris Cox (R-CA), repeal all provisions of the estate tax code 
and allow family -owned and closely-held businesses to be willed by a deceased owner without the 
recipients incurring any additional tax liability as a result of the transfer. 

These bills have solid support in Congress. S. 628 has eight cosponsors and H.R. 784 has 90 
cosponsors. 


Conclusion 

The Congress should reform the U.S. Internal Revenue Code in its entirety immediately. A 
consumption tax would alleviate nearly all of the inequities in the current tax structure. Any tax reform 
plan, however, should repeal the federal estate tax. 

Let me again remind the Members of the Ways and Means Committee of the consequences 
associated the federal estate tax: 

• Targets family business with double taxation 

• Forces liquidation of family business 

• Causes business failures 

• Harms the economy 

The current repeal proposal is the best viable plan to address the real issues concerning estate tax 

relief. 


USBIC’s fundamental position is that estate tax re^ef is critical for the long-term health of the 
American economy and that legislation aimed at total repeal must be enacted at the earliest possible 
opportunity. 

Please ensure that American business will have the tax code it needs to compete in the 21st 
Century. Simplify the tax code and repeal the federal estate tax. 
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Chairman Archer. Thank you, gentlemen. We thank all three of 
you for excellent input for the Committee. You represent probably 
a majority of the employers, the job creators, in this country be- 
tween the three of you, I would think and, as such, represent one 
of the most important aspects of our economy, because jobs and the 
opportunity to produce and to move forward in one’s individual life 
economically is what it is all about for almost all Americans. So I 
attach a great deal of weight to your testimony. 

You, also, are individuals, as all of us are in this country, and 
we wear two hats, basically. We can have our own profession or our 
own business interests, but we are still individuals. We are individ- 
ual taxpayers. We are individual voters. We are really, as individ- 
uals, the core of what makes this country great. The one thing that 
people seem not to talk about is what value do you place on indi- 
vidual freedom and privacy as individuals? Because all of the peo- 
ple that you represent are individuals, and all of the people that 
they employ are individuals. You, also, have to deal with the tax 
system, 

It is my belief that the hallmark of America is individual free- 
dom; that that is a basis on which this country was founded, and 
it still remains the beacon for the entire world. I am coming to the 
point of asking you what you, personally, individually would attach 
as a value to the freedom of not having to deal individually with 
the IRS in your lives each year? 

Mr. Paris. Two answers, Mr. Chairman. First, I am here to 
speak for the National Federation of Independent Business and 
small business owners. 

Second, I tried last year, Mr. Chairman, to do my own taxes, 
again, after being in business for a number of years and selling the 
business and after spending the next 3 years trying to get the gov- 
ernment to understand that I am not in business any more, and 
they kept sending me the forms, and they kept sending me the let- 
ters and the threats. And, in doing so, I learned to go back to my 
friendly entrepreneurial CPA and to save me a load of grief, and 
the load of grief was trying to get one piece of information cor- 
rected. 

I called IRS, and I found out what it is like to hear various kinds 
of music, listening and waiting for the next machine to answer, to 
tell you the 12 different options you have, which you cannot re- 
member. You have to call back again, and then when you do get 
the recording, the recording tells you all of the things you have to 
have to answer the questions, and you don’t have all of that infor- 
mation. So you have to call back again. And then when you do, you 
get a recording that says, “We will call you back,” and then 4 days 
later at 2 o’clock in the afternoon at my home someone called me 
back with a message on my machine that said, “Start all over 
again.” 

We seriously need to do something. I have met with the Commis- 
sioner of IRS. She is, I think, trying her very best to simplify, to 
do what she can as a Commissioner, but we have so far to go from 
the lifestyle audit intrusions that we have today, from the guilty 
until proven innocent attitude that I am personally incensed by, 
and I can tell you it represents the 600,000 small business owners 
that are members of NFIB. It must be dealt with, but it must be 
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dealt with in a very careful way, and hearings like this are incred- 
ibly important for it. 

Thank you, Mr. Chairman. 

Chairman Archer. If I may, and I know you are here to rep- 
resent your groups, but I just am curious to ask each of you indi- 
vidually what it would be worth to you each year not to have to 
deal with the IRS in your individual lives. Can you quantify that 
and place an economic value on it? Mr. Huard. 

Mr. Huard. I don’t know. If I had to place an economic value on 
it, I would probably be willing to pay, certainly, several thousand 
dollars to avoid the aggravation. I prepare my own tax return. I 
have a master’s degree in tax law, and it is a matter of personal 
pride with me not to pay a preparer to do it. 

But I can tell you that the amount of aggravation — and I am 
using a polite society word — that I have to put up with to deal with 
the kiddie tax, to deal with form 8606 because I happen to be too 
rich to take deductible contributions to an IRA, but I used to be 
able to, so now I have a mixed IRA with some deductible and some 
nondeductible contributions, schedules A, B, C, D, SE, all of which 
require multitiered calculations because nothing is ever simple 
anymore. On your self-emplo 3 mient income now you used to be able 
to pay at one rate, but now they took the cap off on the Medicare 
tax so you get to do two — and it just drives you crazy. I regard it 
as hugely intrusive, and totally unnecessary and largely the result 
of revenue scrounging because now they have got to get a little 
more here and they have got to get a little more there, and so you 
build little boxes and fences around deductions and credits. It is 
despicable, in my judgment. I would pay a lot to get rid of it. 

Chairman Archer. Mr. Kearns, what, in your judgment, would 
be the value to you, personally, to not have to deal with the IRS 
each year? 

Mr. Kearns. I would like to answer the question on two levels. 
I don’t own a business, but I run one, U.S. Business & Industrial 
Council. It is a not-for-profit business, but it is still a business, and 
we have to have our audits, file our tax returns, and so forth. The 
IRS last year audited us twice, once on our pension accounts be- 
cause many nonprofits were not in compliance. We were. And they 
were going to audit the general business. They rescheduled that 
audit three times. Three times we prepared for it. Each time they 
canceled. We have not been audited to this date. I don’t want to 
spend the time on the audit, but certainly our books are in order. 

So that means, personally, in my business, there were maybe 100 
to 200 hours, somewhere, spent complying with IRS audits, and so 
forth, that I could use to get my message to more people, to write 
more letters to the Hill, more testimony, and so forth. 

On the personal side, I, also, do my income taxes for myself and 
my wife. I look simply at that as the number of hours I spend doing 
that is a number of hours that I should be spending with three 
young girls who are deprived of so many hours while their father 
is off trying to comply with government regulations, and that 
should not be. 

Chairman Archer. Would you value that? For the Committee, 
would you put a value on it? 

Mr. Kearns. Put a value on it? 
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Chairman Archer. Annually. 

Mr. Kearns. I don’t know. In the business aspect, it is probably 
tens of thousands of dollars, and it is maybe $10,000 on the per- 
sonal side. 

Chairman Archer. I intend to ask every witness that comes be- 
fore this Committee this question. I have done it in the past. In the 
last panel before this Committee, the minimum response was what 
1 pay my tax preparer I would pay not to have to deal with an in- 
come tax every year. The maximum response was a middle-income 
woman from Connecticut who said she would give her first-born 
child. [Laughter.] 

But I do think it is very important that we get beyond just the 
economic impact on the interest that we represent and we, also, 
begin to try to quantify individual freedom and privacy and look at 
that as a factor in whatever we end up with as a product because 
it most certainly is worth something and to different people worth 
differing amounts. 

Thank you very much for your testimony. 

Mr. Gibbons. 

Mr. Gibbons. I listened with great interest to each of you and 
what you had to say. Mr. Paris, I want to sit down with you and 
your folks one day and talk with you seriously about changing the 
tax system. I offer that request to each of you there at the table 
because I think that we have made some fundamental errors in our 
system. First, is that we have tried to do economic engineering and 
social engineering in the revenue system. Second, we have picked 
out the wrong measurement of how you collect revenue for the Fed- 
eral Government. By going to a system of income, as vague as that 
is, has caused all kinds of distortions in the system and, having 
participated in it longer than anybody on the Committee here 
today, I feel guilty for what has been done. 

I might remind you that I participated in the 1986 tax activity 
and got unceremoniously and roundly booted off the conference be- 
cause I disagreed so strenuously with the conferees in that 1986 
committee legislation. So I don’t feel any guilt at all about 1986. 
Yes, Mr. Huard, you got screwed. You knew it was going to hap- 
pen, and it did. 

I have come to the conclusion that what we need is a simple 
measure of what we pay taxes on, and I think consumption is the 
easiest tax to pay it on. Mr. Faris, your constituents would not pay 
any tax as a business, but they would have to collect the tax. Some- 
body has got to collect the tax, and they would remit it. Simply, 
they would just have a set of books like you would have it in, say, 
a small upholstery shop, a one- or two-person upholstery shop. 
Let’s take that as an illustration. 

They sell a service. They put covers on chairs, and furniture, and 
things of that sort. At the end of the taxpaying period, they would 
simply add up all of their vouchers as to what they had charged 
people. They do that an 3 iway in order to keep track of whether 
there is any money in the bank that they can draw out. 

They would then add up all of their purchases of all of the mate- 
rials, supplies, and rent, and everything else that they purchased 
to run their business, and they would subtract their purchases 
from their sales, and then they would multiply what was left over 
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by the tax rate. If the purchases happened to exceed their sales 
during that taxpaying period, they would get a check back from the 
government. That is the way all other countries on Earth, except 
the United States and Australia, already work with a value-added 
tax. 

If their sales exceeded their purchases, they would merely send 
in a check for their tax, and they would have collected the tax in 
the sale of their product. 

There is no particular tax upon them, and they would have sub- 
tracted out all of the taxes that other people had paid on the same 
products as they come through the whole chain. It is probably the 
simplest system and the fairest system, and you would have one 
simple rate for all people, regardless of the kind of business they 
were involved in, and one simple rate, the same rate, which would 
be paid by all of the consumers. 

So I would like to spend some time with you. I don’t want to im- 
pose this on top of the payroll tax system or the income tax system 
that we now have. I would like to repeal all of those and replace 
it with a simple value-added tax. So that is what I am about doing. 
I would simply like to have the time to sit down and talk about 
it freely with you and any staffers that you have, and the same ap- 
plies to Mr. Kearns and Mr. Huard. 

So thank you for this opportunity. If you would like to respond, 
I would be happy to hear from you. 

Mr. Paris. Congressman, we would love to sit down and talk 
with you about tax reform. It is near and dear to our hearts. It has 
been at the top of our members’ concerns for a number of years. 
So we would very much like to do that. 

My counterparts from around the world who have a value-added 
tax tell me some things that put fear in my heart. So I look for- 
ward to talking to you about what it does to labor-intensive busi- 
nesses. 

Mr. Gibbons. I can understand the fear in their hearts because 
I know the Europeans came about this system in a very awkward 
manner, and they had all different kinds of rates for different kinds 
of products and everything else, and they have finally begun to 
straighten their system out. The more modern systems exist in 
Japan, New Zealand, in places like that, not in Canada. The Cana- 
dian system is a mess. Even the people who put it in place know 
that they made a hell of a mistake. 

But you can have a simple system of taxation based upon con- 
sumption, not upon income. It would make you much more com- 
petitive in the domestic, as well as the international, marketplace. 

Mr. Huard. I would say to you, Mr. Gibbons, that we certainly 
have an open mind on the design of any replacement tax system 
and, indeed, properly measured, value-added tax is a variation of 
taxing income. You add up what you spent, and you add up what 
you took in, and hopefully the second figure is bigger than the first. 
We, certainly, would be very pleased to discuss with you any sim- 
ple systems that meet the tests we outlined of simplicity, fairness, 
and stability. 

On a personal note, I want to assure you that I remember quite 
clearly your principled stand in 1986, and I personally absolve you 
for any blame for what happened. 
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Mr. Gibbons. Well, thank you. I appreciate the absolution. 

Chairman Archer. Are there any further inquiries? 

Mr. McCrery and then Mr. Rangel. 

Mr. McCrery. Mr. Paris, just a quick question. You said that 
your organization was flatly opposed to a value-added tax, but I 
think you said that they were open to a national sales tax. Did I 
understand that correctly? 

Mr. Paris. Yes, you did. Yes, sir. 

Mr. McCrery. Thank you. 

Mr. Paris. I want to, if I could, Mr. Chairman, thank the Con- 
gressman for leadership in trying to abolish a death tax. It may be 
an inheritance and estate tax to some. To our members, it is a 
death tax set up to keep the Rockefellers and the Kennedys from 
passing along their wealth, and what it is doing has killed small 
businesses and their families trying to liquidate the assets of the 
business on the death of the owner who spent a lifetime building 
the worth of the family. I thank you and applaud you for your lead- 
ership, Congressman. I look forward to the death tax dying. 

Mr. McCrery. Thank you, Mr. Paris. I appreciate the assistance 
of your members, too, in crafting that proposal that Senator Dole 
and I managed to, with the help of our colleagues on this Commit- 
tee, get into the bill that the President vetoed. If he had signed 
that bill, small businesses, family-owned businesses, would have a 
much better time of it today. 

Chairman Archer. Mr. Rangel. 

Mr. Rangel. Thank you. Let me thank all of you for your testi- 
mony because I think that more and more, as the Nation moves to- 
ward high-tech jobs, it is going to be very, very important that we 
do encourage our small businesses that provide most of the jobs in 
America to be very, very supportive as we try to streamline every- 
thing. 

Mr. Paris had indicated that my friend, the Chairman, had 100 
percent voting record for small business. Well, I don’t know what 
mine is, but I do hope that it would be 100 percent in terms of the 
things that just make a lot of sense that causes so many people to 
leave the system because of the complexity, and we know that the 
greatest thing going for an income tax system is that it is volun- 
tarily done. 

So I want to work with you on that. This idea of pulling things 
up by the roots and changing the Constitution I am not up to that 
speed yet. So I hope that, while you are considering these alter- 
natives, that we would do like Mr. Huard did, and that is that he 
felt the pain with each and every problem that he had in dealing 
with the tax system. If we could find someone like you to pull out 
that pain and help us to try to see whether or not that complexity 
is necessary to have a fair system. 

There is nothing that any of you have said, in my opinion, just 
based on your testimony, that we cannot change without pulling 
out the system. And if we could find out exactly where that pain 
is being caused, we can review that, as you look over the other op- 
tions, whether or not a small business is 50 employees, as Mr. 
Paris says, or 500, as someone else said, or includes the Portune 
500s, we have to deal with that. If you are looking at a small busi- 
ness, you have to tell us, you have to have pensions there. Should 
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we give any incentives for the pension plans? You have to have 
health plans. Should there be incentives for the health plans? In 
order for us to help, there should be things that you would want 
us to do. But you can’t have fairness all of the time and simplicity, 
and we just have to find out how we can do it on balance to encour- 
age small businesses to still be the oasis for opportunity for young 
people in the community that get their start. 

I want to be working with you, and I hope that, as you have 
pointed out your legitimate complaints, and as you review the offer 
that has been made to you by Mr. Gibbons, that you not forget that 
we do have this system, and this system is not going to be changed 
any time soon. So spend some time seeing how we can make it 
easier now, and then you don’t have to forfeit the amendment of 
the Constitution or pay taxes. Or how much would you pay to kill 
the tax collector or how much does it cost you emotionally if you 
paid no taxes? Those are things that we can deal with later. But 
right now I hope that you can get together with your accountants, 
but we can work with the part that caused you to spend so much 
time and so much money for something that is unproductive. So I 
want to work more closely with you, too. 

And, if you have my record with you, Mr. Faris, if it is good, you 
can say it aloud. If it is not, we will talk privately. 

Mr. Faris. Congressman, I am pleased to note your record. You 
do have a 100-percent record, but it is the wrong direction. [Laugh- 
ter.] 

I don’t know how you did this, but you came up with an absolute 
zero. Mr. Gibbons got 10 percent, so he was multiple thousandths 
percent better than you last time. We look forward to working with 
you because, if we can get you just up to Mr. Gibbons’ record of 
10 percent, that will be greatly helpful. 

Mr. Rangel. Well, I have always found it is how you pick the 
questions in terms of what you count for percentages, and so I 
would say this, if the question still would give me a zero or less 
than zero, I would feel comfortable if I could work on those areas 
that make it easier for small businesses to fill out the returns, to 
make it more simple, and it won’t be the percentages. It is knowing 
that I will be working with you no matter what’s there because I 
don’t care what district you are from, it is small businesses that 
we will be depending on to give the hope for those people to have 
jobs and dignity with it. So I look forward to working with you. 

Mr. Faris. Congressman, if I could respond to two things you 
said. I grew up in a service station, and I think you may be old 
enough to remember what a service station used to be. I grew up 
in one of those in Pensacola, Florida — ^Mr. Gibbons’ good State — 
and my dad sometimes would tell me, when a car came in to be 
repaired, “Son, this is one we need to save the accelerator pedal 
and move in everything else new.” I would suggest to you that our 
Tax Code is in that bad of shapie. We need to keep the fact that 
we are going to have to have Federal taxes. We need to have people 
employed to collect those, and we need to have a system to do it. 
But we need to start with a clean sheet of paper and not try to find 
out how to fix all of the maladies with the present vehicle. We need 
to start out and build a clean vehicle from scratch and then figure 
out how to transition to get there, which will be more complicated 
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than we have now, but at least we will have an end game that 
makes sense. 

There are things we can do right now, and they are not just 
doing away with things. Some of the things that we are for in small 
business will add things. They help create new jobs, which would 
solve a lot of problems coming before the Congress today. 

I know, in our visit with the Kemp Commission to your district, 
we had some people testify that was some of the most impressive 
testimony, with all due respect to the Chair and others who testi- 
fied in this room, as a matter for the Kemp Commission, eloquent 
testimony on the need for a brandnew system. So we do look for- 
ward to working with you. Congressman, and to do what we can 
to help the small businesses in your district and all around the 
country. 

Mr. Kearns. If I may just add to that, Mr. Chairman. I agree 
with everything Mr. Paris just said. However, if there is a weigh 
station on the road to total reform, I would again come back to es- 
tate taxation of small businesses. If we were trying to design a sys- 
tem to make sure that small businesses don’t survive from one gen- 
eration to the next, it is the current estate taxation regime. So, Mr. 
Rangel, if we want to take at least some small steps, make a down- 
payment on reform, I would recommend the abolition of estate tax- 
ation in the case of small businesses. 

Chairman ARCHER. Mr. Hancock. 

Mr. Hancock. Mr. Paris, I would just like to make a very quick 
comment. I wish your father had said, “Let’s save the brake pedal,” 
rather than the accelerator pedal because we have accelerated our 
whole tax system, and we should have been braking it all of these 
years. Thank you. 

Mr. Paris. We will miss you. Congressman. 

Chairman Archer. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Paris, until we get to a reformed Tax Code by pulling it out 
by the roots and eliminating the 16th amendment, we are taking 
small steps to try to reform the Tax Code and make it more small- 
business friendly. One of those areas is independent contractor leg- 
islation that you all three have been so intimately involved with. 

I would like you to just touch on what is happening out there 
with small business owners, independent contractors and the 
nightmare that we are experiencing with the IRS and what some 
of your members have told you about that area and what we are 
trying to do to reform it. 

Mr. Paris. It is so good to have an NPIB member who has signed 
the front of the paycheck and knows that responsibility serving on 
this Committee as a new member. We appreciate your leadership 
on the Independent Contractor bill that you are bringing forward 
and are taking the point on. 

In the meeting with the Commissioner of the IRS the other day 
I asked her to get a couple of people from Treasury down, and 
maybe we could get you over to her office and spend a day coming 
up with a bill we could all agree on because everybody agrees we 
need to clear up the independent contractor status. 

So, ^er that meeting, the Commissioner sent me over their new 
guidelines for their agents on handling independent expenditures. 
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There are many cities in America whose telephone book is smaller 
than this. This was over an inch thick just to help the agents figure 
out what to do about independent contractor status. So for small 
business, this is a huge issue. It doesn’t have to do with paying 
taxes. It just doesn’t make sense to keep changing the rules on us, 
have an independent contractor OK one day, and the next day they 
are called employee or they are called an independent contractor 
and 3 years later they come back and say, “Well, we disagree with 
that person, so you owe all of this money.” 

It is a big issue for us, and we appreciate your leadership. We 
look forward to the administration and everyone getting behind 
passage of that bill. 

Mr. Christensen. It is a small step, and it is a step in the right 
direction until we are able to reform the Tax Code entirely. But, 
Mr. Chairman, I would just applaud NFIB and everyone out there 
that is working hard on this issue to take this small step and to 
help 4 V 2 million small business owners out there get out from 
under tyrannous-type effects of the IRS and what they have done 
to hurt small business in America, and I think it would be the 
right step if this Congress, known as a small business Congress, 
could put this legislation into effect and see it put on the Presi- 
dent’s desk for probably a veto, since he has sold out to the big 
labor union bosses anyway. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Crane. 

Mr. Crane. Thank you, Mr. Chairman. I want to thank all of the 
witnesses, too. Your input is extremely valuable, and especially in 
this town. 

There was a quotation from Benjamin Franklin once, “A good ex- 
ample is the best sermon.” And I remember growing up my dad 
counseling us as kids, “You don’t live beyond your means. You don’t 
squander your paycheck on instant gratification at the end of the 
week. You put it away for the proverbial rainy day. You work and 
try and leave it better for your kids than you found it for yourself.” 
My dad grew up hard scrabble, and he insisted we all work and 
save. We did follow all of those guidelines, and so I was trying to 
impart that to my son when he got his first paycheck. I said, “Now, 
don’t blow it on instant gratification. Put something away for that 
proverbial rainy day,” and he said, “That is nuts. Daddy.” 

I said, “Nuts, George? What are you talking about?” 

He said, “If I blow it on instant gratification, they only get at it 
once.” 

Now you save your money, put it into Motorola stock, and when 
they get taxed, a second hit, dividend distribution, a third hit, sell 
your stock and enjoy a capital gain, a fourth hit, and the ultimate 
obscenity in the Code is when you have the audacity to die and 
leave them, and they come in and bash your loved ones. 

No, our Tax Code does violence to all of the values that we were 
brought up with and all of the values which we still try and impart 
in our kids. Yet, my son was picking up from his experience in this 
world, notwithstanding my efforts at counsel and guidance, and 
what he said makes sense. Why do you want to let them get at it 
more than once? Have a good time. 
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But I think we are on the slide to paying for that and paying 
heavily in terms of retarding the kind of economic growth that you 
people are promoting. That means more opportunities, but it means 
going back, I think, to basic values, and I commend you for all you 
have been doing. 

I thank you, Mr. Huard, for your support and input on H.R. 
2911. But, ideally, I would eliminate any taxes on business whatso- 
ever. 

Chairman Archer. Mr. Kearns. 

Mr. Kearns. May I just add one thing, Mr. Chairman, and that 
is that a businessman who is in a small business and facing this 
estate tax or this death tax has very little incentive to continue to 
plow those profits into the business. At a certain point, he is going 
to say, “The more I put into the business, the more the government 
gets. Why don’t I consume it now?” So we couldn’t agree more, and 
the estate tax is a very pernicious example of exactly what you are 
talking about. Congressman. 

Chairman Archer. Ms. Dunn. 

Ms. Dunn. Thank you very much, Mr. Chairman. Gentlemen, it 
is great to hear you talk to us about the needs and the efforts of 
small business, and particularly your talk about estate taxes. This 
bill that I worked on, along with Senator Dole, Mr. McCrery, and 
others on this Committee is a very important first step for a lot of 
us who want to get to, as Mr. Crane says, the zero line. It is a way 
to begin to ratchet on behalf of small business and family-owned, 
closely held businesses toward that goal. 

It doesn’t take us very far, not nearly far enough, but I think it 
is very important, as a first step, and I guess the problem I have 
with all of this is that I have seen it happen so many times in my 
own district east of Seattle, Washington, and particularly in the 
rural areas, where, for example, owners of small timber farms, 
upon the death of the owner, are forced to harvest old growth tim- 
ber to pay the costs of the burden of estate taxes, and that is in 
nobody’s best interest, and it is a onerous tax. It results in that 
sort of catastrophic action. 

I don’t understand the voluntary nature of this whole thing, by 
the way, gentlemen. I wish somebody would explain to me why we 
are saying that any kind of a tax is voluntary. I think people go 
to jail if they don’t pay taixes. So, to me, that is not voluntary. 

But my big concern here is with the constant obstacle that we 
face in the White House right now, and that is the veto of the es- 
tate tax. I guess I would like your guidance on what do we do to 
make the President understand the worth and the value of continu- 
ing small business in communities, the greatest producers of jobs, 
for example? How do we get the message across to him that this 
is the kind of tax relief that we need to move forward with and not 
stop? What are your suggestions? 

Mr. Paris. It seems that this President, and I am sure it was 
true of many others before him, can read and understand what the 
polls tell him and about the phone calls, letters, and cards that 
come in. What we found across the country, including in your dis- 
trict, and we, again, appreciate your leadership with Congressman 
McCrery on helping us do something about death taxes, we have 
to get the grassroots, people on Main Street have to get involved. 
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We have a saying that if you run a business, you better get in- 
volved in politics or politics will run your business. Right now more 
small business owners got a wakeup call on health care. The labor 
union is saying they are going to spend $35 million, approximately 
$570,000 per congressional district in 75 of them is another new 
wakeup c^l. We better let the President know that the leadership 
of 10 percent of the private work force, 40 percent of those voted 
for small business candidates last time, is not the answer. We are 
going to have to bring pressure. 

So we ask each of you and your districts to get your people to 
call, write, to let the President and his staff know, whether you are 
a Democrat or Republican, this is not fair to the family farm, 
ranch, and business around this country, and it is less than $1 bil- 
lion, Congressman Rangel, in costs that we have to find, and we 
do have to find the money. But it is one of the smallest amounts 
of dollars that has the biggest impact long term for preserving the 
family farm, ranch, and business than anything. But it is grass- 
roots. It is cards. It is calling. It is going to the local office of the 
Congressman. It is being sure this President knows. 

I would suggest — we tell our members, and we ask everyone to — 
when you see the President supporting something you like, let him 
know that, too, because, if you do that, maybe he will listen to you 
better when you disagree. This, to us, is just a no-brainer, as we 
say in Tennessee. But, for some reason, it is not getting through. 

Mr. Huard. Let me add two thoughts. First, since the topic of 
the hearing is replacing the income tax, my testimony did not in- 
clude any comments on the estate tax. I am pleased to say that 
NAM has a longstanding policy position of at least 40 or 50 years’ 
duration in favor of total repeal of the Federal estate and gift tax. 
So I want to congratulate you, and Mr. McCrery, and the others 
who have labored so valiantly to at least get some partial move- 
ment in this direction. 

On the other issue, I suppose, I am prone to be pragmatic. I 
would think that probably the only effective technique is to elect 
a sufficient number of like-minded Members to override a veto. 

Mr. Kearns. I agree with my colleagues’ remarks. I would just 
add that all too often, unfortunately, there is an antibusiness bias 
in this country. We see it in the press. We see it in the executive 
branch in terms of regulators, not simply in the tax area, but in 
health, safety, environmental regulations. 

Our members want to pay taxes. They don’t want to avoid taxes. 
They don’t want to pollute the environment and the atmosphere. 
They want safe workplaces, and I think part of our job, and per- 
haps you can help us, is to get the message out that our entre- 
preneurs want to create jobs. They want to create stable commu- 
nities, and to do so we have to get the government off their backs. 
There is no other way to do that. 

Chairman ARCHER. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. Thank you all for being 
here today. 

I want to address something that has come up in several of the 
townhall meetings that I had on this issue just before tax day. We 
held three townhall meetings on replacing our current income tax 
system with a new system, and I have talked to different people 
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from different retail associations, various people on the national 
sales tax, and that is some people feel that it would have a dra- 
matic impact that first year. 

If you could start today, if this was the eighth day of creation, 
and we started with a new system, a national sales tax or a flat 
tax or any of these taxes, anybody would love to start with a 
brandnew system. The problem is that transition period. What do 
you think would be that first-year impact. Would there be that 
sticker shock where it would hurt their purchasing that first year 
until they got used to no longer having an income tax, but now 
they have a national sales tax? 

Mr. Kearns. My feeling is that a good deal of education of the 
American public is necessary. But when they understand and they 
see that first pay stub without the Federal withholding and they 
see prices start to come down as businesses — I mean, corporate in- 
come tax in effect is paid by consumers. It is simply written into 
the price of the product and the consumers pay it. So you are going 
to see more money in paychecks and you are going to see lower 
prices as businesses do not have to pass on those costs to consum- 
ers. 

I think if there is enough education that that is what is happen- 
ing — I mean, in any transition there are going to be difficulties 
anywhere in human life. But I think an appropriate campaign of 
public education is going to make Members realize, taxpayers real- 
ize, consumers realize that they are going to be much better off 
And understanding the dynamic effects of a new system of taxation 
like that on the economy, freeing entrepreneurs to create jobs, and 
so forth, I think it is going to be clear in very short order what a 
benefit a national sales tax would be to our economy and to our 
people. 

Mr. Huard. I would think that if the system is done properly, 
the transition would be relatively brief. I think the reason for that 
is that cash is a fungible commodity and consumers, like many 
small businesses, are on a cash basis. So that if they have to spend 
more to purchase goods and services but they have more to spend 
on it because there is no more withholding on their wage income 
or their interest and dividend earnings are not taxed, I think it will 
wash out relatively briefly. 

Mr. Faris. What we heard in the Kemp Commission going 
around the country, whether it was the pig farmers in Iowa or the 
people dealing pig futures in Wall Street, we heard the same kinds 
of things. And that is, how do we get from here to there. A very 
big concern. What we have seen around the world is every time a 
new tax is added, the other one never disappears. 

The part that we have talked with the Chairman about is the re- 
pealing of the 16th amendment that Congressman Johnson talked 
with us about earlier in the morning, that unless the American 
people feel that that is absolutely going to be done away with and 
we will not have an income tax, our members will not want a new 
tax, even in transition, for fear that the old one will never go away. 
There is this distrust right at the heart of our problems with our 
taxes and the IRS Code. The distrust is severe, and they absolutely 
do not trust anything. Nothing stays the same. Whatever you told 
us changes. There is distrust. 
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I have also found my friends in Canada with the Canadian Fed- 
eration that everybody there had to buy a new cash register. Ev- 
erything had to be changed. It cost them a tremendous amount of 
money and problems. Because there are problems is not a reason 
not to go to the system on a sales tax. Our members are very open 
to that. We want a thorough debate and discussion to say, what 
will the transition be, and what is the end game going to look like, 
and will I be able to survive? 

Everything will work out over a period of time, but if over that 
period of time I go out of business — the sticker shock at first, we 
will get over it fairly soon. But while we are getting over it I am 
afraid another election cycle will turn around and then we will 
have another new system 2 years later. 

Mr. Ensign. The other comment that I would like to make is 
that I see a problem with going to any tax system. If we do not 
get Federal spending under control, the rate has to be too high no 
matter what system that we have. Once again we get back to the 
underground economy. The higher the rate is, the more incentive 
there is under a national sales tax to barter, for example. 

Currently, we hide and do cash transactions to avoid the income 
tax. I think that that is a fundamental problem that this Congress 
has to continue to address. And that is, getting Federal spending 
under control to a level that we do not have to have the tax rates 
approaching 30 percent. 

Mr. Faris. If we are not careful we will be spending so much 
time, effort, and energy finding the most comfortable chair on the 
Titanic we can find. The problem we have is, Senator Kerrey’s com- 
mission came back and said. In the year 2012 we go out of busi- 
ness. Now, if you are in business and you own it and somebody 
tells you for sure you are going out of business in a few years, you 
start right now changing and correcting so you do not go out of 
business. 

Our bottom line problem is not that we tax too much. We spend 
too much. So just rearranging the chairs is not what this is about. 
Congressman, thank you for your comment. We 110 percent agree 
with what you just said. 

Mr. Ensign. Thank you. Thank you, Mr. Chairman. 

Chairman ARCHER. Before I recognize Congressman Portman 
who will be the last inquirer before we go to vote, let me just jump 
in for 1 second to make sure that the world knows that these hear- 
ings today will never be for the purpose of finding an additional tax 
system to put on top of the current tax system. I do not think there 
is anybody on this Committee on either side of the aisle that is at- 
tempting to pursue that course. So I would advise any of your 
members, Mr. Faris, to rest very easy that that will not be the re- 
sult of whatever this Committee does. 

Mr. Faris. We know you, and your people in your district obvi- 
ously know by the vote results you get every time, and there is a 
lot of trust and confidence in the Chairman. But the problem on 
Main Street is that this whole thing inside the beltway they do not 
trust. So it is something we deal with every day with our member- 
ship. But we hear what you say. We agree with you, and that is 
the reason we are glad you are the Chair in this transition time. 

Chairman ARCHER. Thank you. 
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Mr. Portman. 

Mr. Portman. Thank you, Mr. Chairman. I think that was an 
endorsement for President Archer. [Laughter.] 

I want to thank all three of you for being here and for your in- 
volvement in this issue from the start. Mr. Paris, your work on the 
Kemp Commission was very important, and I think it is crucial 
that you keep your members focused and that you do it in a re- 
sponsible way. Some of the questions here today, I think, get to 
that issue; that it needs to be a constructive debate. 

No one wants to pay taxes, particularly not small business peo- 
ple. It is my view that they have the most pernicious impact on 
small business. So it is important that we work together and come 
up with a system that does get the revenue we need so we can keep 
the deficit under control. 

At the same time, I want to thank you for what you do on enti- 
tlement spending because, as you mentioned a moment ago, Mr. 
Paris, and Mr. Ensign referred to it, if we do not get our spending 
under control, particularly on the entitlement side, we are going to 
have to raise rates so high that none of this tax reform will matter. 

It seems to me that it would be very helpful for this Committee 
to force the small business community to think more seriously 
about the various options that are out there. I think all your prin- 
ciples are right on and I think you have pretty much of a consensus 
among your members on that. So I am going to ask you a couple 
of tougher questions. It may be that this is premature for you to 
take a position, but I think from what I am hearing, either a na- 
tional sales tax or some kind of a flat tax is what your members 
think would be best for the economy and small business people. 

I would say that it would be helpful for us to understand that 
you would become tax collectors of the national sales tax. All of the 
collection of tax would fall on you at the retail level. How do your 
members feel about that, and what responsibility do you think 
business should have for collecting taxes? 

Before you answer that, let me just throw one more out, and that 
is the whole deductibility question. With many of the flat taxes you 
lose all the deductions. Others you can keep at the individual or 
corporate level. The deductions that I am most concerned about are 
ones relating to fringe benefits; in particular, pensions and health 
insurance. I do not think we have focused very much on that yet 
in the national debate. We need to know what impact that would 
have on small businesses in particular who are looked to more and 
more to provide that kind of help to uninsured Americans or to 
Americans who are not saving for their retirement and know that 
Social Security is not going to be there. 

So if you could answer, Mr. Paris, maybe first what the implica- 
tions would be of one system and whether you can get to a point 
where you can give us some more specific direction in terms of the 
national sales tax or flat tax. 

Mr. Paris. Congressman, based on the questions you just asked, 
it sounds like we need the afternoon because you covered a lot of 
ground. We thank you very much for your leadership on the sim- 
plified pension plan for sm^l business. We think that will be great- 
ly helpful and thank you for that. 
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I think in terms of contrasting sales and income tax, approxi- 
mately 40 percent of businesses currently collect taxes on the State 
basis, and every State, all States have different laws about what 
is exempt, what is not exempt. If you go to Fulton, Kentucky, you 
will find a lot of grocery stores. If you go to South Fulton, Ten- 
nessee, you will not find any grocery stores. It has to do with the 
State sales tax and the difference. 

So even though there are retailers collecting State sales tax, hav- 
ing a Federal tax — because again, everybody buys a new cash reg- 
ister to start with. That is what they are doing in Canada right 
now. It becomes an issue that is different when only 40 percent 
currently collect those taxes, if you have another 60 percent sitting 
out here that have not been collecting them. 

The second thing our members tell us about is that they do not 
believe that the Federal Government will just accept whatever the 
State decides to send them as their share. So we are not going to 
get away from having people, the Federal Government, come out to 
check the State people and then coming back into our place of busi- 
ness to make sure that what we are paying the State and Federal 
is accurate. We see no relief from intrusion. 

In terms of a flat tax, in terms of different deductibilities, our 
members have said they want a flatter, fairer, simpler tax. They 
do not want to be penalized. If they are able to do better in the 
future why should they pay a higher percentage. If anything, they 
should pay a lower percentage to favor their own production. But 
they are sensitive about home mortgage deduction. It is the Amer- 
ican dream of having your own home. They are sensitive about 
charitable deductions because if in fact we want problems solved on 
Main Street, we need to get every advantage we can to people to 
solve it with their own money. 

We have looked at those issues and we want a simpler, flatter 
tax. But, Congressman, we say flat tax. It is like Secretary Reich 
saying workers. When he says workers, he means 10 percent of the 
people that are unionized and not all the small business owners 
and their employees emd their families and everybody else that 
works every day. So when you say flat tax, everybody has a dif- 
ferent definition of what that means. So the surveys that talk 
about who is for and against a flat tax, how in the world can you 
go by that survey when nobody knows what the flat tax is that you 
are talking about? It is complex. That is the reason these hearings 
are very important to us. 

Mr. PoRTMAN. So you are kicking it back to us to give you a little 
more direction in terms of what you can go to your members with, 
and that is fair. 

Mr. Faris. It would be veiy helpful. 

Mr. Herger [presiding]. I want to thank this panel and excuse 
you. Thank you very much for your testimony. This Committee will 
stand in recess until following the vote. 

Thank you very much. 

[Recess.] 

Chairman ARCHER [presiding]. The Committee will come to 
order. Are the members of our next panel — Mr. Thayer, Mr. 
Padgett, and Mr. Martin — still with us? If so, would you approach 
the witness table and take seats. 
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In accordance with the custom of the Committee, if you have 
written statements that you would like to enter into the record in 
full, without objection, that will occur. I would like, again, to ask 
you, if you can, to hold your oral testimony to within 5 minutes. 

Mr. Padgett, we will recognize you first. If you will identify your- 
self for the record, you may proceed. 

STATEMENT OF WINFIELD PADGETT, CHAIRMAN, PADGETT 

PRINTING, DALLAS, TEXAS; AND VICE CHAIRMAN OF THE 

BOARD OF DIRECTORS, PRINTING INDUSTRIES OF AMERICA, 

ALEXANDRIA, VIRGINIA 

Mr. Padgett. Thank you very much, Mr. Chairman. It is a great 
pleasure to be here. Thank you so much for inviting us. And it is 
particularly nice to be among friends from Texas. 

I want to thank you, Mr. Chairman, and the other Members on 
the Committee, for allowing the Printing Industries of America to 
express its views on tax reform. We have submitted prior testi- 
mony. My remarks are a slightly modified and abbreviated version 
of that. 

Chairman Archer. OK, if you will, just identify yourself for the 
record. 

Mr. Padgett. Surely. My name is Winfield Padgett. I am chair- 
man of Padgett Printing of Dallas, Texas. Our company is a com- 
mercial printing company with approximately 100 employees. 

I appear before you today as vice chairman of the board of direc- 
tors of PIA, the Printing Industries of America, the trade associa- 
tion of the commercial printing industry. Our industry is rep- 
resented by approximately 50,000 companies, with over 1 million 
employees, and annual sales exceeding $100 billion. We are the 
largest manufacturer in the United States, in terms of the numbers 
of companies, and we are the third largest, in terms of annual 
sales. However, as evident from the figures, our average company 
has fewer than 20 employees. 

We would be pleased to provide information describing the scope 
of the industry and its size in each State for your consideration, if 
you so desire. 

The timing of this hearing coincides with the completion of a 
major study by the Printing Industries of America on the effect of 
fundamental tax reform on our industry. We decided to conduct 
this study in November, based on surveys of our industry which de- 
termined that taxation was the No. 1 concern of printers in the 
United States. And if you wish a copy of the study, we will be 
happy to provide that, as well. 
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Also, we believe that many of the concerns of the industry with 
regard to the Tax Code 

Chairman Archer. We would, by the way, appreciate having a 
copy of it. So if you would see that it came to our staff, we would 
appreciate it. 

Mr. Padgett. Absolutely, Mr. Chairman. We just completed the 
study last week, and we will make it available to you in final form 
as soon as we have it completely in hand. 

[The following was subsequently received:] 



Printing tndustrins 
of Amoriea, Inc. 


1996 

Tax-Impact Study 

How the major tax-reform proposals 
will affect printing companies 
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Introduction and Background 

Ai its meeting in October 1995. the Board of Directors of the Printing Industries of 
America, Inc. decided to commission a study of fundamental tax reform. This deci- 
sion was based on membership surveys which showed that taxation was the number 
one concern of printers in the United States. Also, we believed that many of the 
industry’s concerns about the tax code could best be addressed through fundamental 
lax reform. 

Our tax-impact study retied upon 75 years of data from the PIA Ratio Studies. 
These are annual benchmark surveys of the fuuncial activities of printing companies. 
When aggregated, the results eruble printers of all sizes to compare themselves with 
their peers to determine what portion of their costs should go for labor benefits, 
materials, investments etc., using data submitted horn similar companies throughout 
the country. This is time-tested information that enabled tis to develop accurate 
assessments of the effects of the ma)or tax-reform proposals. 

We analyzed three proposals: 

• Freedom and Fairness Restoration Bill of 1995 introduced by Rep. Richard 
K. Armey (R-TX) and Sen. Richard C. Shelby (R-AL); 

• USA Tax Act of 1995 introduced by Sens. Sam Nunn (D-GA), Pete Domenici 
(R-NM) and Bob Kerry (D-NE); 

• National Retail Sales Tax Act of 1996 introduced by Rep. Dan Schaefer 
(R-CO) and others. 

We intended to include the Modified Income Tax proposal by House Minority 
Leader Richard Gephardt (D-MO). However, we could not obtain enough informa- 
tion to analyze it as fully as we had hoped. 
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Tpk Coda Into tha 21 at Century 

Before addressing the specific conclusions of the study, we should nuke some 
important general c4)$e^tions: 

• Tax reform of the type disaxssed in the three major proposals will result in an 
apparent irKrease in uxes to printing businesses. 

• Relative tax increases will be greater on small businesses than on large ones. 

• Furtdamencal tax rdbrm will require a major shift in the business view of taxation 
— from paying taxes on profits to charging taxes to customers as jobs are produced. 

« The concepts in the major tax proposals would allow high-technology industries 
such as printing to modernize much more rapidly to compete in the ^obal mar- 
ketplace — with the tax code as a partner rather than a competitor. 

• Furidamental tax reform is essential. 

We were surprised at the size of the tax increases under all three proposals. As we 
see so often, however, figures alone do not tell the entire story. 

We believe that tax reform is essential for several reasons — not least because the 
current code discourages investment in new technologies. In 1996. the printing 
industry will spend an estimated $1 billion on computer-related equipment. It is 
almost trite to mention that the explosion of technology is forcing all companies to 
update their technt^ogies coruundy Unfortunately, the tax code has become our 
enemy Printers must turn over computer technology every M to 24 months, but the 
current depreciation schedule provides for a five-year write-off. While it is true that 
companies can use the modifi^ accelerated depreciation schedule, use of that 
option by capital-intensive industries such as printing may result in a triggering of 
alternative minimum taxes even on small firms. As a result, the tax code has become 
almost irrelevant to the process of modernizing or, worse, an inhibiting factor. 

The three tax proposals are consumption-based and would eliminate business 
income taxes. Two would eliminate irtdividuai income taxes. The plans would tax 
consumption in various ways, either through value-added taxes or through a nation- 
al sales tax. It is important to emphasize that the proposed taxes codes are not taxes 
on profits; they are added costs to manufaemring or taxes imposed on the sale of 
printed products. Comparing these proposals to the existing corporate tax is not 
valid. The basic theory of the consumption tax is that the business entity operates 
and computes income without taxes, and that the remainder is then available for 
investment in the entity. The value-added tax becomes part of the cost of produc- 
tion. The sales tax is added to the selling price. 

It— ult» of thu Study; AA»Mmptlow« mnd Analy— • 

The PIA Ratio Studies examine compafties in two categories: 'Profit Leaders* (i.e. 
companies in the top 25 percent of the industry) and “All Firms* (all companies par- 
ticipating in the survey). For the purposes of this study we assumed a standard con- 
tribution CO a qualified retiremeru plan at 3 percent of wages We assumed capital 
asset purchases at various levels: 100 percent, 125 percent, 150 percent, 175 percent 
and 200 percent of current d^rcciaiion. Depreciation was 3 95 percent of sales for 
All Firms and 3-86 percent for Profit Leaders. Taxable income was based on sales of 
$1 million, $2 million. $3 million, $5 million, $8 million and $10 million We also 
compared the effect on “C" coiporaiions. “5* corporations and individual executives 
at vanous income levels. In total about 1,000 firms participated in the Ratios Survey. 

FruuAom and Fa lrw a M Rastoraticn Ml of IfM 

Also called the Armey-Shelby Flat Tax, this is a tax on value added, less compertsa- 
tion to employees and expenditures on capita] assets (machinery, land and build- 
ings). The bill calls for a tax rate of 20 percent of the taxable amount for the first two 
years and 17 percent thereafter. Gross income Includes :’U sources of revenues, 
including gross proceeds frcMn the sale of fixed assets but excluding investment 
irtcome. Deductions from gross income to arrive at the taxable amount include mate- 
rials (paper, other chargeal^e materials and outside services), wages (factory, admin- 
istrative. selling wages and contributions to a qualified retirement plan) and purchas- 
es of fixed assets (the gro» amount paid for the purchase of equipment, machinery, 
land and buildings) Our assumptions are based on the bill as introduced, but we ^ 
not believe that the bill contains all the r>ecessary details. 
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Conclusions 

• The flal tax applied to a printing business is obviously higher than the current cor- 
porate irKome tax. 

• There is not a signifKant difference between the flat tax for All Firms, whose profit 
is 3 3% of sales, and Profo Leaders, whose operating profit is 9.55% of sales. The 
flat tax is slightly hi^er for Profit Leaders, b^use their materials and payroll 
costs are lower than (hose for All Firms. 

« One can expect, although (here are no available statistics, that Profit Leaders will 
have a higher deduction for capital asset expenditures than All Firms. This is 
because the Profit Leaders have stronger balance sheets and thus greater financiaJ 
ability to expand and purchase new capital assets. (In our examples, we do not 
differentiate this factor.) 

• For the final conclusion, one must go beyond the initial numbers. Although the 
basic tax of 20 percent or 17 percent of value added, less payroU costs and capital 
expenditures, exceeds cumru corporate income taxes, the following factors affea 
that conclusion! 

1. The flat tax has to be considered a cost of the jobs being manufactured. If that 
is the conclusion, the corporation has no iiux)me tax. 

2. The further reduction of ^e flat tax for capital expenditures should not be 
looked at as a reduction of the tax but should be viewed as a reduction in the 
cost of the asset. 

3. What IS most important is a financial and operating strategy in which the 
value-added tax is included in the cost of each job and not as an expense to 
be absorbed after subtracting operating profit. 

4. Further, Armey-Shelby does fx>t tax investment, arxl all wages are taxed at 20 
percent or 17 percent, lltese rates are lower than current individual tax rates. 

One key feature for prindng businesses under this plan is that Subchapter S, part- 
nership or sole proprietor income is not included in personal taxable mcorne. since 
these income categories will be taxed under the flat business tax. These changes are 
significant for printing since there are more than 20,000 S corporations in the industry. 

USA Tax Act of IMS 

This proposal would also elimiiute the current tax structure and replace it with a 
system of consumpUort taxes levied on both iridividuals and busmesses. But there are 
major diflererKCS between the Armey-Shelby Flat Tax arxl the USA Tax. The busirtess 
portion of the tax would operate siinUariy to the flat tax (T>ethod computing irKome. 
but the USA Tax does net allow employers to deduct wages. Instead, employers 
would take tax credits for Social Security taxes paid on behalf of employees. 

The irxlivklual tax is diflereru in that it would have progressive rates, rather than 
one flat rate. The USA Tax would irxrlude deductions for mortgage interest, chariu- 
ble contributions arxl state and local taxes. Employees would also receive tax credits 
for Social Security taxes paid. The heart of the USA Tax is its allowance of deduc- 
tions for increased savings. This mecharusm is intended to tax people who spend 
their income as opposed to those who save. 

The USA Tax is a subtraction'method value-added tax. Such a lax computes its 
base on the thfference between business receipts and purchases from other business. 
There is no deduction for wages paid There are also additional deductions for capi- 
tal costs. The tax is assessed at 1 1% of the taxable base. Gross income is defined as 
sales of goods and services, including the gross proceeds from the sale of fued 
assets. Export sales are excluded 

The deductions horn gross irxrome to arrive at the taxable income are as follows: 

• Materials indudirtg paper, other chargeable materials and outside services. 
There is no requirement to mainiain inventories. All invefxory is expensed as 
purchased. 

• mrcliMc of fixed aaecta— the gross amount paid for the purchase of equ4>- 
ment, machinery, land and buildings. 

The proposal contairts transitional rules to allow deductions for inventories on hand 
at the date of enactment. Likewise, transitional rules are provided for the phased-in 
deduction for die undepreciaied basis of fned assets at the date of enactment. 
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Conchislofis 

The USA Tax applied to a printing business results in higher taxes than the current 
corporate income tax. There is not a significant difierence between the USA Tax 
for the All Firms, whose average operating profit is 3.30% of sales, and Profit 
Leaders, whose average operating profit of 9 95% of sales. The USA Tax is slightly 
higher for Profit Leaders, because ^eir material costs are tower than those for All 
Firms. Taxes under the USA Tax are slightly less those for Armey-Shelby but still 
represent an increase for labor intensive businesses such as commercial printing 
and related industries 

There are no available statistics, but or\e would expect Profit Leaders to have high- 
er deductions for capital asset expenditures than All Firms. This is because the Profit 
Leaders have stronger balaiKe sheets and thus greater opportunity to expand and 
purchase rtew capital assets; but in our examples we do not differentiate this factor. 

Even though the USA Tax would result in higher tax payments than under current 
law, a direct comparison of the systems is misleading for two reasons: 

• The USA Tax has to be considered a cost of manufacturing, not a tax on profits. 
If that is the conclusion, then the corporation has no income (ax. 

• The further reduction the flat tax for capital expenditures should not be 
seen as a reduction of the tax but as a reduction in the cost of the asset. 

This would require a fundamental shift in firuncial and operating strategies, since 
a value-added tax is part of the cost of each job. not an expense to be deducted 
from profits. 

The USA Tax for individuals is a consumption-based tax. Gross income under the 
USA Tax would be very similar to adjusted gross income under current taw. 
Investment income would continue to be uxed (unlike the Armey-Shelby Flat Tax, 
which exempts investment iftctMne). The cornerstone of the USA Tax is its deduc- 
tion for increased savings. This deduction gives the proposal its name — the USA 
stands for Unlimited Savings Allowance. But the deduction only creates a tax defer- 
ral. The full amount is taxed when savings are later withdrawn and spent on non- 
investment items. 

Gross income includes wages, salaries, interest, dividends, profit from proprietor- 
ships, distributions from partnerships, pension benefits, proceeds form life insurance 
contracts and, with some exc^xions, the gross proceeds of asset sales. [Reductions 
from income irKlude the Family Living Allowance, dependency exemptions, mort- 
gage interest, charitable contrU>utk>ns, education and training education deduction 
and unlimited savings allowartce 

The USA Tax is in almost all cases higher than the existing individual income tax. 
This is attributable to ks stee^^y progressive rates, even though it retains many of the 
deductions under current ux bw. Parity is reached at the upper end of the income 
levels, since both the USA Tax and cunent law have a top rate of approximately 40%. 

Nutlofwl Retail Tax •! 1»M 

This legislation aims to promote ‘freedom, fairness and economic opporrunity for 
families" by repealing the income tax, abolishing the Internal Revenue Service arxl 
enacting a l5%ruittonal retail sales tax to be administered primarily by the Stales. 
The act would also repeal the estate and gift tax and certain excise taxes. 

The national sales tax would apply to gross payments for the use, consumption or 
enjoyment in the United Slates of any taxable property or service, whether produced 
or rendered in the United States or abroad. The act defines gross payments to 
include all taxes and charges, except customs duties, the national sales tax and sute 
sales taxes. 

Exemptions from the gross payment of taxable property or services are as follows; 

• ftirrhano for resale. A property or service is a purchase for resale if it is pur- 
chased by an active trade or business for the purpose of reselling the property 
or service in the ordinary course business. 

• ^ircbascs to produce taxable property or services. A propeny or service is 
purchased to produce a taxable property or service if it used in the production 
of other products or services for subsequent sales. 

• Research, experimentation and development. Taxable propeity or services 
used for (he purpo^ of research, experimenuiion and development shall be 
treated as purchased to produce taxable property or services. 

• Exports from the Uoi^ States for use outside the country. 

Although the particuiars of National Retail Sales Tax are undeveloped, the general 
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concept is dear. In place of ail other Federal taxes, printers would collect a 15% tax 
on all sales, except those to buyers who will resell the goods, use them in further 
manufacture or use them in research and development. Export sales would also be 
excluded. 

The wording of the definition of 'Purchases to Produce Taxable Property or 
Services’ is somewhat vague. Althou^ the definition states, ‘...such property or ser- 
vices in the production or sale of other taxable property or service.. we believe it 
follows the path of state sales taxes and applies to goods and services used in subse- 
quent rrunuJlacture. 

Printers are exempt from payment of Sales Tax as follows: 

« PufchMcd for Rcmic — goods already manufactured which will be subsequent- 
ly sold as already fini^ed 

• PurchMea to produce p rop er ty or etiylCLJ chargeable materials 

(paper, ink fjm, plates) and outside services 

• Pnrchi tt cs used In research and deedopment 

U appears, although ii is not clearly delineated, that the purchase of capital assets 
used to produce taxable property 2 nd services is exempt from the sales tax 

Again, as in the collection of sales tax, the act is unclear about whether the printer 
is allowed exemption beyond goods used in manufaaure and capital assets. In the 
application of state sales tax. expenses are taxable unless specifically exempt. 

Essentially, the 15% sales tax applies to all purchases including residences. Like 
the Armey-Shelby Flat Tax and tlW USA Tax Ad. this proposal places the tax into the 
cost of the product. Consequently, this proposal would more clearly relate the tax to 
the cost of the product. The tax does not become pan of the cost of the materials 
but is imposed upon the final buyer of the goods. There would be an increa.se in the 
cost of taxable expenses and services. 

With the A/mey-Shelby Flat Tax and the USA Tax the taxes are part of the cost of 
the fohs produced and are imposed at each step of the manufacturing process The 
Naliona] Retail Sales Tax, by coittraM. is paid only by the end user. 

Coocluslofis 

The Natlorul Retail Sales Tax, tdee Armey-Shelby and the USA Tax. eliminates the 
Federal Corporate Income Tax. but otdy the National Retail Sales Tax also eliminates 
the Federal Individual Irtcome Tax. Armey-Shelby and the USA Tax create a Hat lax 
on the adjusted value added, which becomes part of the cost of manubeturing. 
Therefore, the tax becomes pan of the cost and selling price of the product. The 
National Retail Sales Tax simplifies the concept in that taxes are not considered until 
the fob is invoiced Also like Armey-Shelby and the USA Tax, the National Retail 
Sales Tax does not (ax profits. 

Summary 

As is evident, these three proposals are similar, particularly in their provisions for 
business axes. While it is premature to determine which tax is be>i for the printing 
industry, it seems obvious dut the sales tax approach is beneficial from the pure 
simplicity of it. The Fbt Tax appeals, because it is fair Of the three, the USA Tax 
seems to be the least desirable die to the sharply progressive rales and the tendency 
of the tax to hurt labor-intensive industries such as printing. 

This aruiysis was prepared by the H.R. Margolis (^mpany under the direction of 
Printing Industries of America. Iik. 

The analysis is based on 1995 PIA Ratios survey data. 
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Impact of Tax Reform on All Firms, Profit Leaders and Individuals 

All Firms 



Tax impact mi All Fiimi: Estimated payments for companies in the All Firms category of the PIA Ratios, assuming 
sales of $1 million, $5 million and $10 million In this example, capital expenditures were assumed to be 150% of depre- 
ciation for the Armey-Shelby and USA Tax proposals. Current taxes do not include Social Security payments. 



Tax impact on Profit Loadora: Estimated ux payments for the most profitable companies in the PIA Ratios — 
again with sales of $1 million. $5 million and $10 million and capital expenditures of 150% of depreciation. Social 
Security payments are not included in the current lax figures. 


Individual* 


$7$.0C0 GrOM lacomc $190,000 GroM lacome $290,000 G«om Ioomdc 



Poraonal incomo taxoa: a comparison of individual levies under the USA Tax proposal and current law for mar- 
ried executives with two children at salaries of $75,000, $150,000 and $250,000. The examples assume IWfa savings 
deductions ar?d $2,000 education deductions under the USA Tax. 
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Mr. Padgett. We believe that many of the concerns of the indus- 
try with regard to the Tax Code could best be addressed through 
fundament^ tax reform. Our surveys told us that printers were 
concerned about capitad gains taxes, depreciation schedules which 
do not reflect modem equipment’s useful lives, the lack of invest- 
ment incentives in the Tax Code, and the need to address the bur- 
den of taxes on the States and small businesses. 

In order to address these issues in the traditional manner, the 
printing industry would have to equip itself to do something we 
have never done before: That is, lobby the Ways and Means Com- 
mittee for changes in the Tax Code. We have concluded that we 
must do two things at once: Ask you to change the basic stmcture 
of the Nation’s tax system, while looking at the need for short-term 
fixes in the event that full reform is delayed. 

The tax reform study we conducted relied upon data we had col- 
lected for 75 years, as part of the PIA ratio studies. The studies 
are benchmark studies about the financial activities of printing 
companies which in the aggregate enable printers of all sizes to 
compare themselves to other printers. The concept of the studies is 
that a printer can determine what portion of his costs should go for 
labor benefits, materials, investments, and so forth, based on data 
submitted from similar companies throughout the country. This is 
time-tested data. 

Because of our years of experience in collecting this data, we 
were able to apply the concepts outlined in the major tax reform 
proposals to the PIA ratios, to develop a fairly accurate assessment 
of the effect of these proposals. 

The proposals we an^yzed included the Freedom and Fairness 
Restoration Bill of 1995 introduced by Representative Armey and 
Senator Shelby, tl^ USA Tax Act of 1995 introduced by Senators 
Nunn and Domenici, and the National Retail Sales Tax Act of 1996 
introduced by Representatives Tauzin, Schaefer, and others. We 
also intended to analyze the modified income tax proposal by 
House Minority Leader (Jephardt. However, we could not obtain 
enough information to analyze the bill. 

From the information we obtained in our study, we wish to make 
several general observations. First, major tax reform is essential. 
The concern is arguably as much one of simplicity as it is of cost. 

Second, the concepts in the major tax proposals would allow 
high-tech industries such as printing to modernize much more rap- 
idly to compete in the global marketplace with the Tax Code as a 
partner, rather than as a competitor. 

Third, fundamental tax reform will require a major shift in the 
business view of taxation in our industry, from paying taxes on 
profits to charging taxes to customers as the job is produced. 

Fourth, tax reform of the type discussed in the three major pro- 
posals will result in an apparent increase in taxes to printing busi- 
nesses. 

Fifth, the relative increase in taxes will be greater on a smaller 
printing business than a larger printing business. We were, frank- 
ly, surprised to see the significant increases in taxes under the pro- 
posals. However, as we ofi;en also see, so very often figures alone 
do not tell the entire story. 
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Among the issues which led us to the conclusion that tax reform 
is essential is the current tax treatment of concern to the printing 
industry. In 1996, we estimate that purchases of computer-related 
equipment in the industry will exceed $1 billion. It is almost trite 
to mention that the explosion of technology is forcing companies in 
all industries to update their technology constantly. 

Unfortunately, our current Tax Code has become our enemy. 
While printers are turning over computer technology in a period of 
14 to 24 months, the depreciation schedule provides for a 5-year 
writeoff. While it is true the companies can use the modified accel- 
eration depreciation schedule, use of that option by capital-inten- 
sive industries such as printing may result in a triggering of the 
AMT, even on small firms. As a result, the Tax Code has become 
almost irrelevant in the process of modernizing our businesses; or, 
at worst, it is an inhibiting factor. 

In defense, we will ask the Ways and Means Committee to con- 
sider a change in the current depreciation scheduling to recognize 
the realities of the modern world by providing a 2-year high-tech 
writeoff of computer-related equipment. While tax reform will ad- 
dress this issue, the congressional clock may not run fast enough 
to keep up with our own needs. 

The three consumption-based tax proposals would eliminate busi- 
ness income taxes and the individual income tax. The basic theory 
of the tax is that the business entity operates and computes income 
without taxes on income, and that the remainder after operations 
is then available for investment in the business. The adjusted 
value-added tax becomes part of the cost, and the sales tax is 
added to the selling price. 

As is evidenced, these three proposals are similar, particularly 
with regard to the business tax. While it is premature to determine 
which tax is best for the printing industry, it seems obvious that 
the sales tax approach is beneficial from the pure simplicity of it. 

With a national sales tax, there remain some questions about the 
shifting of the collection function to business, with a possible cor- 
responding share from cash to credit, ultimately resulting in yet 
another form of value-added tax. Additional anticipated exemptions 
for basic commodities, food, clothing, and State sales taxes pose 
concerns about the promised simplicity of the tax. 

The flat tax appeals because it is fair. Although the flat tax ap- 
proach exceeds current corporate income taxes, the Armey-Shelby 
flat tax allows most reasonable expenses to be deducted, does not 
tax investment, and all wages are taxed at 20 or 17 percent — rates 
substantially lower than the current individual rates. 

Of the three, the USA tax seems to be the least desirable, due 
to the sharply progressive rates and the tendency of the tax to hurt 
labor-intensive industries such as printing. 

At least we know that these proposed systems are better than 
what we currently have. And it is hard to imagine, Mr. Chairman, 
what this hearing would be like if we were considering legislation 
to implement the current system. 

Thank you very much for your time and attention. 

[The prepared statement follows:] 
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STATEMENT OF WINFIELD PADGETT, CHAIRMAN 
PADGETT PRINTING, AND VICE CHAIRMAN OF THE BOARD OF DIRECTORS 
PRINTING INDUSTRIES OF AMERICA 


Mr. Chairman and members of the Committee on Ways and Means. 1 want to thank 
you for allowing the Printing Industries of America to express its views on tax reform. 
My name is Winfield Padgett. I am Chairman of Padgett Printing of Dallas, Texas. 

Our company is a commercial printing company with 125 employees, i appear before 
you today as Vice Chairman of the Board of Directors of the Printing Industries of 
America, the trade association of the commercial printing industry. The industry we 
represent is comprised of more than 50,000 companies with over one million 
employees and annual sales exceeding SI 00 billion. This industry is the largest 
manufacturer in the United States in terms of numbers of companies and third in terms 
of annual sales. As is evident from the figures, our average company has fewer than 
20 employees. For your information, I have included in the attachments to the 
testimony information describing the scope of the industry and its size in each state. 

The timing of this hearing coincides with the completion of a major study by the 
Printing Industries of America on the effect of fundamental tax reform on our industry. 
We decided to conduct this study in November based on surveys of our industry which 
determined that taxation was the number one concern of printers in the United States. 
Also, we believed that many of the concerns of the industry with regard to the tax code 
could best be addressed through fundamental tax reform. 

Our surveys told us that printers were concerned about capital gains taxes, 
depreciation schedules which do not reflect modem equipment useful lives, the lack of 
investment incentives in the tax code, and the need to address the burden of taxes on 
estates and small businesses. In order to address these issues in the traditional manner, 
the printing industry would have to equip itself to do something we have never done - 
lobby the Ways and Means Committee for changes in the tax code. We have 
concluded that we must do two things at once-ask you to change the basic structure of 
the nation’s tax system while looking at the need for short term fixes in the event that 
full reform is delayed. 

The tax reform study we conducted relied upon data we have collected for seventy five 
years as part of the PIA Ratio Studies. The Ratio Studies are benchmark studies about 
the financial activities of printing companies which when aggregated enable printers of 
all sizes to compare themselves to other printers. The concept of the Ratio Studies is 
that a printer can determine what portion of his cost should go for labor benefits, 
materials, investments etc. based on data submitted from similar companies 
throughout the country. This is time-tested data. 

Because of our years of experience in collecting this data, we were able to apply the 
concepts outlined in the major tax reform proposals to the PIA Ratios to develop a 
fairly accurate assessment of the effect of the these proposals. 

The proposals we analyzed included the Freedom and Fairness Restoration Bill of 

1 995 introduced by Rep. Armey and Senator Shelby; the USA Tax Act of 1 995 
introduced by Senators Nunn and Domenici; and the National Retail Sales Tax Act of 

1 996 introduced by Reps. Tauzin, Schaefer and others. We also intended to analyze 
the Modified Income Tax proposal by House Minority Leader Gephardt; however, we 
could not obtain enough information to analyze this bill. 

Before addressing the specific conclusions of our study, we wish to make several 
general observations. 

1 . Tax reform of the type discussed in the three major proposals will result in an 
apparent increase in taxes to printing businesses. 

2. The relative Increase in taxes will be greater on a small printing business than a 
targe printing business. 
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3. Fundamental tax reform will require a major shift in the business view of taxation in 
our industry from paying taxes on profits to charging taxes to customers as the job is 
produced. 

4. The concepts in the major tax proposals would allow high technology industries 
such as printing to modernize much more rapidly to compete in the global marketplace 
with the tax code as a parmer rather than a competitor. 

5. Tax reform is essential. 

We were frankly surprised to see the significant increases in taxes under the proposals. 
However, as we see so often, figures alone do not tell the entire story. 

Among the issues which lead us to the conclusion that tax reform is essential is a 
current tax issue of concern to the printing industry. In 1996, we estimate that 
purchases of computer related equipment in the industry will exceed one billion 
dollars. It is almost trite to mention that the explosion of technology is forcing 
companies in all industries to update their technology constantly. Unfortunately, our 
current tax code has become our enemy. While printers are turning over computer 
technology in a period of fourteen to twenty four months, the depreciation schedule 
provides for a five year write-off. While it is true that companies can use the modified 
accelerated depreciation schedule, use of that option by capital intensive industries 
such as printing may result in a triggering of alternative minimum tax even on small 
firms. As a result, the tax code has become almost irrelevant to the process of 
modernizing or, at worst, an inhibiting factor. In defense, we will ask the Ways and 
Means Committee to consider a change in the current schedule to recognize the 
realities of the modem world by providing a two year high technology write-off of 
computer related equipment. While tax reform will address this issue, the 
Congressional clock may not run fast enough to keep up with our needs. 

The three consumption based tax proposals would eliminate business income taxes 
and the individual income tax. These tax plans propose various derivations of the flat 
tax on an adjusted value added or a sales tax. What is important to emphasize in our 
analysis is that these proposed taxes are not an income tax on the printing operation 
but a tax to be included in the cost of manufacturing or as a tax imposed on the sale of 
printed products. Comparing these proposals to the existing corporate tax is not valid. 
The basic theory of the consumption tax is that the business entity operates and 
computes income without taxes on income and that the remainder is then available for 
investment in the entity. The adjusted value added tax becomes part of the cost and 
the sales tax is added to the selling price. 

The PIA Ratio Studies examine two basic types of companies. “Profit Leaders” are 
those companies which are in the top 25 percent quartile of the industry and "all firms" 
which are 1 00 percent of companies included in the survey. For the purposes of this 
study we assumed a standard contribution to a qualified retirement plan at 3 percent of 
wages. We assumed capital asset purchases at various levels. These levels are 1 00 
percent, 1 25 percent, 1 50 percent, 1 75 percent and 200 percent of current depreciation. 
Depreciation for a "all firms" is 3.95 percent of sales and 3.86 percent for "profit 
leaders." Taxable income was based on sales of $1 million, $2 million, $3 million, $5 
million, $8 million, and $10 million. We also compared the effect on "C" 
corporations, "S" corporations and individual executives at various income levels. In 
total about 1 000 firms participate in the Ratio Survey. 

Results of the PIA Study 


I. FREEDOM AND FAIRNESS RESTORATION BILL OF 1995 
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(The Armey- Shelby Flat Tax) 

The Armey-Shelby Flat tax for business is a tax on value added less compensation to 
employees and the amount expended on capital assets (machinery, land, and 
buildings). For the first two years, the tax is at a rate of 20 percent followed by a tax 
rate of 1 7 percent of the taxable amount. Gross income is all sources of income and 
revenue other than investment income and it includes the gross proceeds from the sale 
of fixed assets. Deductions from gross income to arrive at the taxable amount include 
materials (paper, other chargeable materials and outside services), wages (factory, 
administrative, selling wages, and contributions to a qualified retirement plan), and 
purchases of fixed assets (the gross amount paid for the purchase of equipment, 
machinery, land, and buildings). Our assumptions are based on the bill as introduced 
but we do not believe the bill contains all the necessary details. 

Conclusions 

• Asa preliminary conclusion, it is obvious that the flat tax applied to a printing 
business is higher than the current corporate income tax. 

• There is not a significant difference between the flat tax for the "all firms" whose 
profit is 3.3% of sales and the "profit leaders" whose operating profit is 9.55% of 
sales. The flat tax is slightly higher for the "profit leaders" because the "profit 
leaders" materials and payroll costs are lower than the "all firms" costs. 

• Also, one can expect, although there is no available statistics, that the "profit 
leaders" will have a higher deduction for capital asset expenditures as compared to 
the "all firms." This is because the "profit leaders" have stronger balance sheets 
affording them the finical opportimity to expand and purchase new capital assets. 
(In our examples, we do not differentiate this factor.) 

• For the final conclusion, one must go beyond the initial numbers. Although the 
basic tax of 20% or 17% of value added less payroll costs and capital expenditures 
exceeds current corporate income taxes, the following factors affect that 
conclusion: 

1 . The flat tax has to be considered a cost of the jobs being manufactured. If 
that is the conclusion, the corporation has no corporate income tax. 

2. The further reduction of the flat tax for capital expenditures should not be 
looked at as a reduction of the tax, but should be viewed as a reduction in the 
cost of the asset. 

3. What is most important is a financial and operating strategy in which the 
value added tax is included in the cost of each job and not as an expense to be 
absorbed after subtracting operating profit. 

4. Further, the Armey Flat Tax does not tax investment and all wages are taxed 
at 20 % or 1 7% and these rates are lower than current individual tax rates. 

From a personal standpoint, the key feature for printing businesses under this plan is 
that Subchapter S, partnership or sole proprietor income is not included in personal 
taxable income since these income categories will be taxed under the flat business tax. 
These changes are significant for printing since there are more than 20,000 S 
corporations in the industry. 

II USA TAX ACT OF 1995 

Proposed by Senators Sam Nuim (D-GA), Pete Domenici (R-NM), and Bob Kerrey 
(D-NE) 

The USA Tax Act of 1995 would also eliminate the current tax structure and replace it 
with a system of consumption taxes levied on both individuals and businesses. There 
are major differences between the Armey/Shelby Flat Tax and the USA Tax. The 
business portion of the tax would operate similarly to the flat tax method computing 
income, but the USA Tax does not allow employers to deduct wages. Instead, 
employers could take lax credits for social security taxes paid on behalf of employees. 



74 


The individual tax is different'in that it would have progressive rates not one flat rate. 
The USA Tax would include deductions for mortgage interest, charitable contributions 
and state and local taxes. Employees would also receive tax credits for social security 
taxes paid. The heart of the USA tax is to allow deductions for increased savings. 

This mechanism is intended to tax people who spend their income as opposed to those 
who save. 


The USA Tax is a subtraction method Value Added Tax. A subtraction method value 
added tax computes its base on the difference between business receipts and purchases 
from other business. There is no deduction for wages paid. There are also additional 
deductions for capital costs. The tax is assessed at 1 1% of the taxable base. Gross 
income is sales of goods and services including the gross proceeds from the sale of 
fixed assets. Export sales are excluded from the taxable base. 

The deductions from gross income to arrive at the taxable income are as follows: 

• Materials -material deductions are paper, other chargeable materials and outside 
services. There is no requirement to maintain inventories. Therefore all inventory 
is expensed as purchased. 

• Purchase of fixed assets - the gross amount paid for the purchase of equipment, 
machinery, land and building is deductible at the taxable base. 

• There are transitional rules to allow deductions for inventories on hand at the date 
of enactment. Likewise, transitional rules are provided for the phased-in deduction 
for the undepreciated basis of fixed assets at the date of enactment. 

Summary 

The “all firms” with an industry average operating profit of 3.30% of sales incurs a 
higher USA Tax than under existing corporate tax structure. The tax under the USA 
Tax is slightly less than the flat tax but still represents a lax increase for labor 
intensive businesses such as commercial printing and related industries. The “profit 
leaders” with an industry average operating profit of 9.55% of sales also incurs a 
higher USA Tax than under corporate tax structure; but the USA tax is not as 
distorted as the “all firms.” 

Conclusion 

As a preliminary conclusion, the USA Tax applied to a printing business results in 
higher taxes than the current corporate income tax. There is not a significant 
difference between the USA Tax for the “all firms” whose operating profit is 3.30% of 
sales and the “profit leaders” whose operating profit is 9.55% of sales. The USA Tax 
is slightly higher for the “profit leaders" because the “profit leaders” material costs are 
lower than the “all firms.” 

Also one can expect, although there is no available statistics, that the “profit leaders” 
will have a higher deduction for capital assets expenditure as compared to the “all 
firms.” This is because the “profit leaders” have stronger balance sheets affording 
them the financial opportunity to expand and purchase new capital assets; but in our 
examples we do not differentiate this factor. 

Again, a comparison of the USA Tax for the current tax scheme in misleading. The 
business tax is 1 1% of sales less materials and capital expenditures and exceeds 
current corporate income taxes. This is misleading because of the following: 
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• The USA Flat Tax has to be considered a cost of the jobs being manufactured. 

If that is the conclusion, then the corporation has no corporate income tax. 

• The further reduction of the flat tax for capital expenditures should not be 
looked at as a reduction of the tax, but should be reasoned as a reduction in the 
cost of the asset. 

What is most important is a financial and operating strategy which the value added tax 
is included to the cost of each Job and not an expense to be absorbed after operating 
profit. 

The USA Tax for individuals is a consumption based tax. Gross income under the 
USA Tax would be very similar to adjusted gross income under current law. 

Investment income would continue to be taxed unlike the flat tax that exempts 
investment income. The cornerstone of the USA Tax is the deductions for 

increased savings. This deduction is the namesake of the USA Tax - Unlimited 
Savings Allowance. This deduction only creates a lax deferral. When savings are 
later withdrawn and spent on non-investment items, then the amount is taxed at that 
time. 

Gross income includes wages, salaries, interest, dividends, profit from proprietorships, 
distributions from partnerships, pension benefits, proceeds form life insurance 
contracts and, with some exceptions, the gross proceeds of asset sales. The reductions 
from income include the Family Living Allowance, dependency exemption, mortgage 
interest, charitable contributions, education and training education deduction and 
unlimited savings allowance. 

Summary 

The USA Tax is in almost all cases higher than the existing individual 
income tax. This is attributable to its steeply progressive rates, even though it 
retains many of the deductions under current tax law. Tax parity is reached at the 
upper end of the income levels since both the USA Tax and current law have a top rate 
approximately 40%. 

III. NATIONAL RETAIL SALES TAX OF 1996 

Proposed by Representatives Schaefer, Tauzin and others 

The National Retail Sales Tax Act of 1996 is legislation to promote “freedom fairness, 
and economic opportunity for families” by repealing the income tax, abolishing the 
Internal Revenue Service and enacting a national retail sales tax to be administered 
primarily by the States. It is the intent of The National Retail Sales Tax Act of 1996 to 
enact a 15% sales tax and repeal the income tax, the estate and gift tax, and certain 
excise taxes. 

The National Retail Sales Tax Act of 1996 imposes a tax off 15% on the gross 
payments for the use, consumption or enjoyment in the United States of any taxable 
property or service, whether produced or rendered within or without the United States. 

The gross payment of taxable property or service is inclusive of all taxes and charges, 
excluding custom duties, and also excluding the Federal sales tax imposed by this act 
and State sales taxes in conformity with this act. 

Exemptions from the gross payment of taxable property or services is as 
follows: 
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• purchases for resale - a property or service is a purchase for resale if such 
property or service is purchased in an active trade or business for the purpose of 
reselling the taxable property or service in the ordinary course of that active trade 
or business. 

• purchases to produce taxable property or services - a property or service is 
purchased to produce a taxable property or service if such property or service is 
purchased by an active trade or business for the purpose of employing or using 
such property or service in the ordinary course of that active trade or business. 

• research, experimentation and development - taxable property or services used 
in an active trade or business for the purpose of research, experimentation and 
development shall be treated as purchased to produce taxable property or services. 

• exports from the United State for use, consumption or enjoyment outside the 
United States 

Summary 

Although the particulars of National Retail Sales Tax are undeveloped, the general 
concept is clear. In place of all other Federal taxes the printer will collect a 1 5% tax 
on sales. The printer will not collect sales tax from a purchaser who will resell the 
goods, use the goods in further manufacture, use the goods in research and 
development, and export sales. 

The wording of the definition of “Purchases to Produce Taxable Property or Services” 
is somewhat vague. Although the definition states, “...such property or services in the 
production or sale of other taxable property or service...”, 1 believe it follows the path 
of State sales taxes and applies to goods services used in subsequent manufacture. 

Printers are exempt from payment of Sales Tax as follows: 

• Purchased for Resale - goods already manufactured which will be subsequently 
sold as already finished. 

• Purchases to produce taxable property or services - chargeable materials (paper, 
ink film, plates) and outside services. 

• Purchases used in research and development 

• It appears, although it is not clearly delineated, the purchase of capital assets used 
to produce taxable property and services is exempt from sales tax. 

• Again, as in the collection of sales tax, the act is vague and undeveloped as 
whether the printer is allowed exemption beyond goods used in manufacture and 
capital assets. In the application of State sales tax, expenses are taxable unless 
specifically exempt. 


Essentially, the 1 5% Sales Tax applies to all purchases including residence. Like the 
Armey - Shelby Flat Tax and the USA Tax Act of 1 995, it places the tax into the cost 
of the product. Consequently, this proposal would more clearly relate the tax into the 
cost of the product. The tax does not become part of the cost of the materials 
purchased, but is imposed upon the purchaser of the goods. There would be an 
increase in the cost of taxable expenses and services. 
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In the Armey - Shelby Flat Tax and the USA Tax it was necessary to emphasize the 
tax imposed is part of the cost of the jobs produced; but in the National Retail Sales 
Tax the concept that the tax is absorbed by the purchase of the goods and is a function 
of the tax process. 

Conclusion 

The National Retail Sales Tax like the Armey - Shelby Flat Tax and the USA Tax Act 
of 1995 eliminates the Federal Corporate Income Tax, but only the National Retail 
Sales Tax also eliminates the Federal Individual Income Tax. The Armey and the 
USA Tax creates a flat tax on the adjusted value added which becomes part of the cost 
of the product manufactured. Therefore, the tax becomes part of the cost and selling 
price of the product. The National Retail Sales Tax simplifies the concept and the tax 
on the product is not considered until the job is invoiced. 

The National Retail Sales Tax like the Armey and the USA Tax proposals provides the 
business entity profits without Corporate Income Tax. 

As is evident , these three proposals are similar, particularly with regard to the 
business tax. While it is too premature to determine which tax is best for the printing 
industry, it seems obvious that the sales tax approach is beneficial from the pure 
simplicity of it. The Flat Tax appeals because it is fair. Of the three, the USA Tax 
seems to be the least desirable due to the sharply progressive rates and the tendency of 
the tax to hiul labor intensive industries such as printing. 

At least we know that these proposed systems are better than what we have. It is hard 
to imagine what this hearing would be like if we were considering legislation to 
implement the current system. 
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Chairman Archer. Thank you, Mr. Padgett. Let me enter very 
briefly a comment relative to these percentages of taxation. I per- 
sonally believe that whatever we do in structural tax reform should 
result in revenue that is equal to what we currently produce. The 
concept that, “Oh, well, my proposal will create growth; therefore, 
we do not have to be concerned about what the percentage is going 
to be and what it generates currently,” to me is not the appropriate 
way to judge proposals. 

Different proposals will create different economic growths for the 
long term, which may permit the reduction in rates, provided we 
keep spending under control. But initially, every proposal should 
have to be judged on a level playingfield which is generating the 
same revenue as the current system in the first year. 

What is a little bit deceptive about some of the flat tax proposals 
is that a 17-percent rate does not do that. And I am not being criti- 
cal of what you said, because you are taking from the presentation 
of the proponents what they say. But the Forbes tax, for example, 
at 17 percent, leaves an additional $150 billion deficit in the first 
year, compared to the current revenues produced by our current 
system. 

I personally think that we ought to have a complete exposure, as 
it were, of what the rate ought to be. It would be about 21 percent, 
under that proposal, to duplicate current revenues. And so I just 
throw that in, since you had referred to that. And I want to make 
that clear for the record in this Committee’s hearings. 

Mr. Thayer, you are our next witness, and if you would identify 
yourself, please, for the record and then proceed, we are pleased to 
have you here. 

STATEMENT OF BENNIE L. THAYER, PRESIDENT AND CHIEF 

EXECUTIVE OFFICER, NATIONAL ASSOCIATION FOR THE 

SELF-EMPLOYED 

Mr. Thayer. Thank you, Mr. Chairman. I am Bennie L. Thayer, 
president of NASE, the National Association for the Self-Employed. 
It is indeed a pleasure for me to be here today. And I, too, would 
like to commend you on your consistent support on behalf of small 
business. I would also commend the Committee on the strong sup- 
port for the Taxpayer Bill of Rights that was just passed out last 
week. 

If you ask the average NASE member, any member, Mr. Chair- 
man, which Federal agency creates the greatest number of admin- 
istrative headaches for their business, the answer will invariably 
be the IRS. We surveyed about 500 of our 320,000 members, Mr. 
Chairman. I would have to say that we represent moms or pops; 
because two-thirds of our members tend to be truly self-employed, 
with the other one-third having less than five employees. 

When we asked those 500 members in the survey that was re- 
leased in April 1996 just what they thought about comprehensive 
tax reform, it was clear from the survey results that the NASE 
membership would be quick to agree with the media’s portrayal of 
IRS as a man-eating, 2,000-pound gorilla; and the only way to tame 
the gorilla is to pass comprehensive tax reform. 

About 84.5 percent of the survey participants called for scrapping 
the Federal tax system. Only 6.6 percent of the respondents c^led 
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for maintaining the current system. And while the NASE member- 
ship strongly supports changes in the Federal tax system, their 
perspective as to the type of change that should occur, I have to 
say today, is anything but uniform. 

Of the survey participants who called for abolishment of the cur- 
rent tax system, 57 percent stated that they would favor a flat tax. 
Of the survey respondents who support scrapping the current tax 
system, 29 percent believe that the current system should be re- 
placed with a national sales tax. Only about 6.2 percent that fa- 
vored the abolishment of the present tax law also called for imple- 
mentation of a value-added tax. So, as you see, that was not very 
high for our members. 

Let us look at business deductions, in terms of the survey. The 
NASE members are very divided on the issue of giving up most or 
all of their business tax deductions as a tradeoff for implementa- 
tion of a tax reform initiative. Just over 40 percent of the survey 
respondents stated that they are willing to trade off business de- 
ductions in this fashion. On the other hand, 36.7 percent of the sur- 
vey participants are not willing to give up most or all of their de- 
ductions for the flat tax. Only 22 percent of the respondents are 
undecided on the issue. 

According to 1993 IRS statistics of income, the self-employed 
filed 15.8 million nonfarm sole-proprietorship tax returns that year, 
with total gross receipts of $757 billion; and of that amount, 76.4 
percent of those persons were operating businesses in the areas of 
service, retail, or construction trades. 

The self-employed are found in businesses which are very labor- 
intensive, and thus bear a pronounced payroll tax burden. And 
therein lies the concern for giving up, if you will, the deductions 
that they presently enjoy. 

This particular point is borne out by the NASE’s survey results 
on tax reform. When asked whether businesses should retain as 
part of a flat tax system a full deduction for wages and Social Secu- 
rity, 77-plus percent of the survey peirticipants favored retention of 
a deduction for wage and payroll related expenses. Many survey re- 
spondents emphasize that these expenses represent a cost of doing 
business, and therefore should continue to be fully deductible. 

A self-employed individual pays a combined Social Security and 
payroll tax of 15.3 percent. This means that a self-employed person 
pays both the individual and the employer’s share of the Social Se- 
curity. We view this as a form of double taxation for self-employed 
individuals and a clear disincentive toward entrepreneurship. 

'The self-employed also find the recordkeeping required in Social 
Security and payroll taxes to be a major headache and a drain of 
scarce resources. For these reasons, the NASE strongly urges that 
Congress review the burden Federal payroll taxes place on smaller 
firms, both from a financial and a recordkeeping perspective. And 
we ask that you do this as you seriously consider any final tax ini- 
tiative. 
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The legacy of the Tax Reform Act of 1986 has already been re- 
ferred to, Mr. Chairman, so I will not belabor that point. Obviously, 
we would, within the NASE, say to you that we do not want to see 
that replicated as we once again undertake this whole issue of tax 
reform. 

Finally, I would simply say to you that, as you grapple with this 
issue of comprehensive tax reform, we within the NASE will be 
more than happy to not only offer you the survey of our member- 
ship, but any and all research that we intend to do and that we 
have done on this particular issue. 

Thank you so much for allowing me to be present. 

[The prepared statement follows:] 
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STATEMENT OF BQ4NIE L. THAYER 
PRESIDENT AND CEO 

NATIONAL ASSOCIATION FOR THE SELF-EMPLOYED 

On behalf of the National Assodadon for the Self-Employed, I appreciate the 
opportunity to testi^ before the Houae Ways and Meana Committee. My name is Bennie L. 
Ihayer, the NASB’s President; and I am please to teati^ today on the impact on small 
business of replacing the federal income tax. 

I wish to commend Chairman Bill Archer and the other Committee members for 
holding this very important topic of concern to small business community. Comprehensive 
tax reform is important to the over 320,000 members of the NASH, individuals who operate 
businesses throughout the United States. Over gS percent of the NASH members are business 
owners with 3 or fewer employees. The members^ rqrreients a very wide range of 
busmesses, notably in the consulting and retail fields. 

The concqX of tax reform is very important to small business for one very 
iimdamental reason. That is ~ if you a^ the average NASB member which fed^ agency 
creates the greatest number of adrninistsative headaches for their business, the answer will 
invariably be the KS. 

According to tax reform survey results released by the NASB in the April 1996 issue 
of "Capital Connection Updau", rxx one person among the 438 survey respondents slated that 
the ntS wu a well tun agency or that its authority should be enhanced. Instead, 100 percent 
of the respondents believe that the IRS’ powers should be embed - or that the agency should 
be eliminated altogether. About 45 percent of the persons reqxmding stated that the IRS 
should be abolished as an agency. 

It is clear from the survey results that the NASB membership would probably be quick 
to agree with the media’s portrayal of the QtS as a man-eating, 2,000 pound gorilla - and for 
this reason, the only way to *tame' the gorilla is to pass comprehensive tax reform. Of major 
significance, however, when asked questioiu about ^tedfic a^tects of tax reform, it’s clear 
that there is no uniform response or answer fiom NA^ members regarding the best way to 
achieve comprehensive tax reform. 

Ttanaver Bin of Rights 

The NASB applauds the Ways and Means Committee for its long-standing support for 
latqnyer rights legisiatioo, as evidenced last week by House passage of (H.R. 2337) tlte 
Taxpayer Bill of Rights 2 by a vote of 425-0. This bill should help contribute to a leveling 
of the 'playing field' between the IRS and America’s taqayers. In this context, we wish to 
particular commend Subcommittee Chairman Nancy lohnson and the other membera of the 
Subcommittee on Oversight for the panel’s work this year on taxpayer rights legislation. 

Among other provisions, H.R. 2337 will: (1) uKieaae the authority of a taxpayer 
advocate within the IRS, (2) broaden the agency’s authority to abate interest, (3) improve 
taiqiayer protections with rcRiect to tax liens and levies, (4) provide relief ftom retroactive tax 
regulations, and (3) shift the burden of proof to the IRS with reqiect to a taxpayer’s claim for 
reUnbursement of attorney’s foes in a tax controversy case. Each of these provisions should 
prove to be very positive, pro-tatqnyer initiatives. 

We applaud the Committee’s work in the area of taxpayer rights for one very 
impottam reason. While tax reform may truly benefit a very large number of individual 
taxpayers as an end result, the NASB believes it is probably going to be very difficult to 
eliminale the need for QtS Revenue Agents in terms of monitoring and occasionally audUmg a 
business tax return. From a business person’s perqtective - there will be a need to retain 
certain legitimate business deductions as part of any tax system. 

Replacement Ttx Svrtems and Add-On Tbxes 

Should legisiatioo be enacted to simplify or replace the Internal Revenue Code, it is 
imperative that any new tax system be cooridered a replacement tax system for the current 
'tax regitne.' The net taxes raised by any new tax system should be no more than that raised 
under the old system. Moreover, the new system should slso avoid increasing the overall 
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burden of taxes now paid by self-employed individuals. To the extent the new system ends 
up being designed to raise more taxes than the prior system, the business community will 
label the new tax regime* as an 'add-on tax* and as a result, will likely oppose such a 
proposal. 

The Self-Emploved and Tax Reform Initiatives 

The NASE fiilly appreciates the trials and tribulations of the legislative process. The 
NASE has watched many Congressional bills move from the initial hearing stage through 
committee markup; and then on to House and Senate passage; and fmally, on to the House- 
Senate conference r^rt stage. Throughout the process, a bill undergoes significant technical 
and substantive changes. The initial legislation often looks very different from what the 
President may sign into law. Based on this understanding of how the legislative process 
works, the NASE presents these observations on what our organization believes should be 
included in any fiW tax reform initiative. Further, these comments have also be crafted to 
reflect the tax reform survey results which we have released in this month’s edition of 
'Capitol Cormection Update . ' 

As stated above, 100 percent of the survey respondents believe that the IRS’ powers 
should be curbed ~ or that the agency should be eliminated altogether. The vigor with which 
the NASE membership dislikes the federal tax laws appears to be only somewhat less strident 
than their universal hritred for the IRS. About 84.S percent of the survey participants called 
for scrapping the federal tax system. Only 6.6 percent of the respondents called for 
maintaining the current system. 

While the NASE membership strongly supports change in the federal tax system, their 
perspective as to the type of change that shcmld occur is anything but uniform. Of the survey 
participants who called for abolishment of the current tax system, 57 percent stated that they 
favor a flat tax. A flat tax can be defmed as a tax system under which taxpayers agree to 
give up most or all of their tax deduction or credits as a trade-off for obtaining one low tax 
rate on income. In theory, this type of system would greatly simplify the Tax Code. Flat tax 
proponents also contend that a flat tax is a better method of measuring economic income than 
the current tax system. 

Of the survey respondents who support scrapping the current tax system, 29 percent 
believe that the current system should be r^laced with a national sales tax analogous to a 
sales tax currently imposed by many state and local governments. Only about 6.2 of the 
persons favoring abolhhment of the present tax law also call for implementation of a value 
added tax. Both a national sales tax and a value added lax system are considered a tax on 
consumption as opposed to an income-based tax system. 

Business Deductions 

NASE members are very divided on the issue of giving most or all of their 
business tax deductions as a trade-off for implementation of a tax reform initiative, such as a 
flat tax on income. Just over 40 percent of the survey re^ndents stated that they are willing 
to trade-off business deductions in this fashion. On the other hand, while 36.7percent of the 
survey participants are not willing to give up most or all of tbrir deductions for a flat tax, 
22.4 percent of the respondents are undecid^ on the issue. 

In order to understand the types of expenses which the sdf-employed community 
believes should be deductible as le^timate business expenses, the Ways ^ Means 
Committee must understand the profile of the types of individuals who consider themselves 
self-employed. Based on those persons who reported nonfum sole proprietorship activity on 
their federal tax returns in 1993’, the sdf-employed reported the following information to the 
IRS that year 


’ntS Statistics of Income Bulletin, Publication 1136, Fall 1995, page 34. 
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1) 1S.8 million tax retums claimed noo£um sole pioprietorsh^ status; 

2) Total gross rec^its nationwide of $757.2 billion; 

3) Total deductions nationwide of $600.8 billion; and 

4) Total net income nationwide of $156.5 billion. 

The self-employed are concentrated in the following industries (computed as a 
peroeutage of total gross receipts rqxnted to the IKS in 1993): 


Services 
Retail Trade 
Construction 

Finance, Insurance, and Real Estate 
Wholesale Trade 

Transportation and Public Utilities 

Manufacturing 

All other Industries 

Total 


34.4 Percent 

27.2 Percent 

14.2 Percent 

7.0 Percent 

5.1 Percent 

4.7 Percent 
3.6 Percent 

3.8 Percent* 
100 Percent 


According to the above profile, 76.4 percent of the self-employed operate businesses in 
the services, retail, or construction trades. These are industries wUch are very labor intensive 
and thus, bear a pronounced payroll tax burdoi. This particular point is borne out by the 
NASB's survey results on tax rkbrm. When asked whether business should retain - as part 
of a flat tax system - a full deduction for wages. Social Security, etc. - 77.2 percent of the 
survey participants iavoted retention of a deduction for wage and payroll related et^jenses. 
Many survey re^xmdents emphasized that these eiqxnaes rq>resent a cost of doing business, 
and therefore, should continue to be fiiily deductible. 


While the NASE membership appears to ^ngly supports retention of a deduction for 
payroll related costs as part of any new tax systmn, the support for retention of other business 
rehued deductions is not as broad-based. For example, only the home mortgage deduction 
and direct expensing allowance for equipment pulled clear majority support. That is, 66 
percent of the respondents support retention of the direct etpensing altowance, and 53.9 
percent state that they support retention of the home mortgage deduction. 


Therefore, whatever new tax system Congress should pass - it should strive to include 
legitimate business deductions which reflect the ways small service and rtiail businesses 
operate. Such deductions should not solely focus on the needs of manufacturers and other 
cspital intensive businesses; but instead, should strive to take into account the needs of the 
labor-intensive sectors of the economy. This means that any new tax system should include 
(among other deductions) full deductibility of all wages. Social Security tax, and other payroll 
and employee benefit expenses incurred by owners on behalf of their onployees and 
themselves. 


Without taking into account the self-employed’s income tax bracket, a self-employed 
individual pays a combined Social Security and payroll tax rate of 15.3 percent. In q>ecific, 
this means thin a self-employed person pays both the individual’s and the employer’s share of 
the Social Security. We view this as a form of double taxation for a self-employed individual 
and a clear disincentive towards e n trqtieneuiship. As a percentage of federal tax revenues. 
Social Security taxes amount to about 30 percent of all federal tax revenues. 

The reason why mimII business find payroll taxes particularly onerous is due to the fact 
their firms are predontinantly labor-intensive — as described in more detail above. These 
businesses also find the rectmOteeping required in repotting Social Security and payroll taxes 


*11iis figure has been adjusted to reflect rounding errors to ensure that the Total for all 
cat^ories adds iq> to 100 percent. 
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to be a major headache and drain of scarce resources. For these reasons, the NASE strongly 
urges that Congress review the burden federal payroll taxes place on smaller firms ~ both 
from a financial and a recordkeeping perspective — when seriously considering any rinal tax 
reform initiative. 

The Legacy of the Tax Reform Act of 19S6 

In closing, the NASE strongly urges Congress to learn from the mistakes made with 
respect to the enactment of the Tax Reform Act of 1986. The 1986 Act was also billed by 
proponents as a dramatic simplificadon of the Internal Revenue Code coupled with a steep 
reduction in lax rates. The trade-off in 1996 for tax simplification and lower rates involved 
cutbacks in various tax deductions, such as the meals and entertainment deduction. Ironically, 
as a result of various tax taw changes enacted in the years after 1986, effective tax rates have 
climbed steeply ~ and the various deductions lost in 1986 were never restored. 

Since 1986, Congressional tax legislation has become nearly an annual event. In 
addition, to the increase in tax levies over the time period, these continuous changes in the tax 
law have made ’planning” difficult for the average small businessman. The NASE is not 
suggesting - by any means — that the status quo with respect to the current Internal Revenue 
Code be maintained. However, we are suggesting that Congress take into account the needs 
of the small business person whenever it develops a tax reform initiative. Once a tax reform 
initiative is passed, it is critical that Congress avoid (excq>t under excruciating circumstances) 
constant chrmges in the tax law thereafter. A moratorium on tax law changes (for a 
reasonable time period thereafter) could do mudi to reduce regulatory burdens on tatqtayers, 
as well as improve business planning. 
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Chairman ARCHER. Mr. Thayer, thank you for your testimony. I 
can assure you that Mr. Crane and I, who are sitting here today, 
who were very much involved in the 1986 tax reform exercise — Mr. 
English was not here at that time, although I think he probably 
would associate himself with my comments — do not want to see 
that replicated, either. 

Mr. Thayer. Thank you. 

Chairman Archer. In fact, Mr. Crane and I spent many days on 
the floor of the House trying to inform the American people of what 
was coming as a result of that act, because it is very complicated. 

I think all of what we said has proved to be true, and the odium 
that has been involved in that act has been put upon the producers 
of this country, in a very negative way. But again, the important 
thing is that we not revisit history and that we not fall into that 
trap again. 

Mr. Thayer. Thank you so much, Mr. Chairman. 

Chairman Archer. Mr. Martin, if you will identify yourself for 
the record, you may proceed. 

STATEMENT OF MICHAEL L. MARTIN, ENROLLED AGENT; ON 

BEHALF OF NATIONAL ASSOCIATION OF ENROLLED 

AGENTS, GAITHERSBURG, MARYLAND 

Mr. Martin. Thank you, Mr. Chairman. My name is Michael 
Martin. I am an enrolled agent in private practice in Washington, 
DC. I am testifying today on behalf of the 9,100 members of the 
National Association of Enrolled Agents. 

Enrolled agents are the only tax professionals who are licensed 
by the Federal Government to represent taxpayers before the IRS; 
thus, we are intimately familiar with the problems that taxpayers 
face — also, possibly an endangered species. 

Over 90 percent of our members are also small businesspersons. 
They own their own business, their practice. They serve their cli- 
ents as tax advisors, tax planners, accountants, and flnancial coun- 
selors. 

We have submitted written comments which you will have in the 
record, and let me just elaborate on some of the things that we said 
in the written comments. One of the things that this Committee 
has to grapple with is the balance between fairness and simplicity: 
Where does one stop, and the other start? And that is probably 
going to be your biggest challenge, reaching that balance. 

There is this historic tension in the tax reform movement that 
if you make the law simple, it seems not fair. There is a myth. The 
myth is that if the tax law is simple, you will have greater compli- 
ance. I do not know that that mjd:h is true. I know that a lot of 
taxpayers will try to minimize their taxes, whatever tax system 
this Committee comes up with. It is just the nature of the Amer- 
ican business. 

It has been widely testifled to here and reported in a number of 
studies that small business is the engine that is growing, providing 
jobs. A lot of those jobs right now, as people are laid off, as govern- 
ment downsizes, as industry downsizes, are small business — ^true 
sole proprietors. 

These people may be hurt. The service sector, as opposed to the 
manufacturing or retail sector, I think would be the ones who may 
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be hurt most by either the flat tax or the sales tax. The flat tax 
could have an effect of forcing small businesses to lay off workers 
and downsize their businesses, because payroll taxes will not be de- 
ductible. 

A major expense in my practice is rent. Where is rent deductible? 
Well, as a creative accountant, I would advise my clients, “Well, 
what you have to do is go into some kind of system of cost account- 
ing so this becomes a cost of goods sold.” This is something that 
is not done in the service industry, but why not? 

Well, what is the cost, then, to the taxpayer of buying new com- 
puters, new accounting systems, completely redoing their account- 
ing systems, to come up with a cost of goods sold for evei 7 client 
that they service? And of course, the question that they are going 
to ask me is, “Is my time in setting up these systems going to be 
deductible under the new system?” 

We are concerned about the inability of businesses to offset other 
taxable income with losses from a business. Many startup busi- 
nesses get off the ground while the owner is still employed, or 
while a spouse is employed elsewhere. The business loss is a true 
economic loss, and reduces the total income of the individual. 
Under current law, less tax is paid. Under most of the proposals 
we have seen, a higher tax would be paid, as the loss would not 
be allowed. This might be enough to make the difference between 
a business succeeding or failing. 

The current proposals also do not address what happens to those 
losses if they are disallowed. Will they be carried forward to be 
used when the business makes a profit, or carried back against pre- 
vious profits such as the current law for net operating losses? If so, 
for how many years? What happens if the business never shows a 
profit? Under current law, that economic loss is recognized for tax 
purposes in several sections of the Code. Under the proposal, there 
is nothing to deal with this. Simplicity will suffer in order to deal 
with this complexity. 

We worry about the reported effect on the real estate value. 
Many small businesses tap the equity in their homes as startup 
capital for their business. If, as projected, real estate values could 
decrease by up to 20 percent under a flat tax scenario, that equity 
is gone. 

I have looked at a number of my clients, and I remember partici- 
pating in the White House small business conferences. Small busi- 
nesses were asked to rank the most onerous taxes in terms of com- 
pliance. The first one was payroll taxes. The second was sales tax, 
dealing with sales tax: What is exempt sale, what is not an exempt 
sale? And the third was the income tax. 

If one looks at the current Internal Revenue Code, only a very 
few chapters are devoted to itemized deductions. A few more are 
devoted to administration, collection, and penalties. Most of that 
volume deals with what is income. What is income? What is ex- 
cluded from income? And what is an ordinary and necessary busi- 
ness expense in determining the income of a business? 

Some of the myths of tax reform are, “Have a flat tax, and abol- 
ish the IRS.” Well, if we have a flat tax where it is gross income 
times the percentage, and that is your tax, I would suggest to you 
that the IRS will spend a great deal of time — or you will want the 



87 


IRS to spend a great deal of time — verifying that line one is cor- 
rect. 

Another m 3 dh is that tax accountants and attorneys will go 
away. I do not think that myth is going to happen, because a good 
business is going to have accounting. How else are they going to 
know if their profit margin is correct? How else are they going to 
know if they are actually making a profit? They have to have that 
accounting. And my experience is, no matter how simple or low the 
tax rate is, people are going to try to minimize the taxes they pay. 

The idea that a national sales tax would minimize the intrusion 
of the IRS in a business’ life I think is also a myth. Some of the 
most difficult cases that the IRS and I as a practitioner deal with 
are businesses who are experiencing cash flow crunches and use 
the trust fund taxes, the taxes they withhold from their employees’ 
wages, and do not remit those to the IRS on time. 

I can almost guarantee you that in a national sales tax we would 
be faced with the same problem; that those taxes collected by the 
business in a cash flow crunch would be used to pay a vendor, to 
keep the business open, before they would be sent to the govern- 
ment. I see the IRS having to hire, literally, 10,000 additional reve- 
nue officers to handle collections. 

I understand your guarantee that the Tax Reform Act of 1986 
will not happen again; but small business is concerned because 
small business looks at Congress over the long haul. And we saw 
what happened when the deductions for rental property, for exam- 
ple, were given up in the reform act, and now we are back with 
five rates, the maximum being the 39.6-percent rate. 

Small business owners are first attracted to the idea of a flat tax, 
but then the next question out of their mouth is, “But, well, Mi- 
chael, can I deduct my home office?” I think these are the questions 
that you are going to have to dapple with. Taxpayers, small busi- 
nesses, have gotten used to deducting a lot of things under the cur- 
rent system. They want to be able to deduct those things against 
their business income. And if you tell them, “We are taking those 
things away in order to give you fairness,” their question is, “What 
is my guarantee?” 

If you truly believe that small business is the backbone of the 
American economy, and if you believe that one of the answers to 
unemployment caused by government and industry downsizing is 
self-employment, and if you believe the statistics that show the 
small business providing the bulk of new jobs created in this coun- 
try, if you believe these things, then any tax law change that you 
contemplate must be of a nature that it will help these businesses 
to grow and to flourish. 

Thank you, sir. 

[The prepared statement follows;] 
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STATEMENT OF MICHAEL L. MARTIN 
ENROLLED AGENT 

ON BEHALF OF NATIONAL ASSOCIATION OF ENROLLED AGENTS 

Mr. Chairman and Members of the Committee, my name is Michael L. Martin. I am an Enrolled 
Agent in private practice here in Washington, D.C. I would like to thank you for your invitation 
to testify on tax reform and its impact on small business, entrepreneurs and start-up companies. 

I am testifying today on behalf of the more than 9,100 members of the National Association of 
Enrolled Agents (NAEA). As members of the Committee know. Enrolled Agents are the only 
tax professionals possessing a Federal license to represent taxpayers before the Internal Revenue 
Service. Our members represent more than four million (4,000,000) individual and small 
business taxpayers aimually. Over 90% of our members own and operate their own tax 
representation practices. As a result, NAEA members, who serve their clients as tax advisors, tax 
planners, accountants and financial counselors, have a thorough understanding of the special 
concerns of small business, entrepreneurs and start-up companies. 

The NAEA has not taken an official position with respect to any of the individual proposals that 
have been publicized in the press of late. We are waiting to see the legislation that actually gets 
introduced so that we may analyze specific proposals rather than speculating on "pie in the sky" 
scenarios. We also want the Committee to recognize that tax practitioners arc not of one mind 
when considering the question of tax system reform. We have over 9,100 members and are 
certain we could find some members willing to take any side in the debate over the best way to 
achieve true tax simplification and fairness. As taxpayer representatives, however, we feel quite 
comfortable presenting for your consideration the issues raised by these proposals and the impact 
on small business entrepreneurs. We trust this input will aid you in your deliberations. 

Key Issues for Consideration in Tax Reform Legislation 

Simplicity vs. Fairness 

There is an historic tension in the tax code between simplicity and fairness. In fact, as the 
authors of the current code, the members of Ways and Means probably realize more than most, 
that its complexity is in large measure caused by an effort to instill fairness. As we have often 
said before this committee, our system of voluntary compliance depends upon taxpayers 
self-assessing themselves. If taxpayers perceive the system as fair, they will voluntarily comply. 
If they believe it favors some over others, they will find ways not to fiilly comply. Most of the 
proposed flat tax suggestions make a clear distinction between income earned by labor and 
income earned by investment. Our caution to the committee is that perception of fairness is 
paramount to acceptance by taxpayers of any change in the current system. 

Correct Balance 

It is critical in any system of taxation to achieve the correct balance between providing the 
incentive for people to accept the necessity of taxes on their efforts while not defeating their 
motivation to better themselves and their financial situation. At one time, when we had top tax 
rates in this country of 90%, we were denying the need to leave some incentive there for people 
to engage in productive work. Presidents and Congresses across the political spectrum from 
Kermedy to Reagan recognized the tremendous economic boom that would result from 
unleashing the competitive zeal of the American entrepreneur. The rising tide does lift all boats. 

Environment Encour aging Business Entrenreneuni 

The formula for enhancing and nurturing the climate for business entrepreneurship is fairly 
simple to derive and much more difficult to achieve. It consists of restricting governmental 
regulation of business to the absolute minimum degree needed to insure public safety and 
welfare; insuring our educational system trains our children for the jobs of tomorrow; providing 
assistance and information about developing markets; and creating an economic incentive for 
people to excel. 

It has been widely reported that studies of the net job growth in the US over the past decade have 
concluded that ^mall hinQinecc u/nc rACTMinefKI» IXr ulm/xe-* nil nn... a.j y->‘. 
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today's climate of large corporate layoffs and reorganizations - this is not difficult to believe. It is 
perhaps the ultimate irony for the baby-boom generation to have been urged by their 
Depression-era parents to seek employment where they were guaranteed a life-long job and a 
good pension, such as government, AT&T or IBM, only to find that only those who are 
self-employed today are really certain where they will be working next month. 

In a tax system structured to maximize opportunities for citizens to excel, several features must 
be present: 

* formation of capital for business investment must be present 

* taxation must be so ordered as to not benefit any business form over another, i.e., 
corporation vs. sole-proprietorship 

* entrepreneurs must be rewarded for the additional risk they shoulder in striking out on 
their own. 

Specific Concerns About the Flat Tax Proposals 
Double Taxation 

Many of our members report that most small business owners conceptually are attracted to the 
idea of a flat tax. But when they start to examine the practical aspects of a true flat tax and find 
out that they will, in effect, be paying twice on the same income, then they are almost 
unanimously opposed. 

Why do we say they will be paying twice on the same income? Because that is the reality of the 
current proposals for small business owners. In every specific proposal advanced thus far in the 
debate over this issue, every business entity will be required to file a separate tax return. The 
deductions permitted allow for wages paid to employees but generally do not permit any 
deduction for compensation paid to the business owner or their family members for salaries 
drawn, health benefits paid or pension contributions earned. 

These same earnings are then taxed again when the individual business owners file their own 
personal income tax returns. In fact, very preliminary findings from a survey still being 
conducted by one of our state affiliates indicate that a pure flat tax would significantly raise the 
tax burden on small business owners. When one considers the limitations on business deductions 
and the double-taxation of income - any possible savings derived from a tax rate reduction is 
generally lost. This is especially true for small business enterprises with under SO employees 
which are generally service businesses. The flat tax decidedly favors capital intensive enterprises 
such as manufacturing as opposed to service businesses. 

Since the small business sector is one of our most vibrant economic sectors, caution is needed 
before launching any drastic change to the tax structure that underlies traditional business 
decision making. We feel that too much emphasis is placed on the tax consequences of business 
decisions currently and long for the day that decisions can be reached based on their true 
economic viability. However, reality compels us to warn of any precipitous change out of 
concern for the effect on the economy. We believe that a large measure of blame for the savings 
and loan crisis we have Just concluded can be laid on the doorstep of the 1986 Tax Reform Act. 
When retroactive measures were passed concerning real estate investments there were immediate 
and devastating consequences to the valuation of the properties affected. 

Business Capitalization and Equity Formation 

The lifeblood of small business entrepreneurs is access to adequate capital. In many instances the 
primary motivating factor for those who invest their resources in the venture eapital market is to 
achieve a greater after-tax return on their investments. Some of the current flat tax proposals 
specifically exempt from taxation any income derived from interest, dividends and capital gains. 
Aside from the essential question of the fairness about providing such a huge tax break to the top 
5% of the taxpaying public, there are real concerns about the potential for evaporation of venture 
capital funds given an environment where there is no tax on returns from relatively risk-free 



90 


investments. We have seen studies predicting both a dearth of and an excess of venture capital 
funds should the flat tax proposals be enacted. We urge the Committee to hold hearings 
specifically focusing on this question of capital formation during its deliberations on tax system 
reform. 

Equity Protection 

Tlie average family’s greatest asset is the equity in their home. Small business entrepreneurs 
often tap this equity for start-up capital. We have seen projections all over the economic 
landscape on the effect that flat tax implementation would have on real estate values. Fortune 
magazine estimated that American homeowners would lose $1.2 trillion in equity 
in year one of a flat tax. We don't know if that is accurate or not - but the question deserves 
intensive scrutiny before any change is contemplated in the deductibility of home mortgage 
interest and property taxes. 

Specific Issues Concerning the Value Added Tax or National Sales Tax 

Underground Economy 

The single best argument in favor of the VAT or National Sales Tax is that it would snag tax 
revenues currently not being reported and paid. The underground economy is expanding despite 
all efforts by the Internal Revenue Service to reverse the trend. The question to be considered; Is 
this salutary effect worth the risk of a major change in legitimate consumer consumption habits 
because of perceptions about the cost of goods and services? That is the impact the creation of a 
VAT or National Sales Tax would have, especially if the rate were anywhere near the 21% to 
25% Figure that is being bandied about in the press. 

Regressive Nature of Sales Taxes 

The undeniably regressive nature of sales taxes would have to be addressed in any contemplated 
legislation. This could easily be remedied through the creation of specific exemptions on food, 
clothing, prescription drugs, etc, or through the creation of a refundable credit for certain low- 
income taxpayers. 

Administrative Feasibility 

We have grave concerns about the administrative feasibility of the VAT or National Sales Tax 
proposals. The most troublesome taxpayers the IRS has to deal with — and we have to 
represent — are those business taxpayers who fall behind in their payroll tax deposits and tun up 
trust fund lax liabilities. These occur because the vast majority of these business enterprises have 
never been adequately capitalized and find themselves using the trust funds they hold for the 
government as their operating capital. The problem is significant under the current tax system 
where we are only talking about the employees' Federal Income Tax withholdings and the 
employees' share of the FICA tax liabilities. We shudder to think what dimensions the problem 
will take on when we institute a VAT or National Sales Tax and now expect these same small 
businesses to collect, account for and pay over in a timely fashion not just 20% or 30% of their 
gross payroll but 20+% of their gross sales! 

The Mythology of Tax Reform 

There are some myths about tax reform we believe need debunking. No flat lax proposal we have 
seen to date would eliminate the Internal Revenue Service. To believe otherwise is not to 
confront reality. Much has been made of the ten line tax form. We submit that even if the form 
were reduced to three lines: 

Line 1 . Gross Income 

Line 2 Times Flat Tax Rate 

Line 3. Send this Amount 
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all it would mean is that there would be a great deal of IRS interest into what was included in 
Line One! Under such a system, the IRS could eliminate tens of thousands of clerks laboring 
away in their Service Centers keeping track of the hundreds of tax forms and publications and 
replace them with legions of new auditors trained to perform income probe examinations to 
insure taxpayers were truly including all their income on line one. 

A VAT or National Sales Tax would necessitate that thousands more Collection employees be 
assigned to the task of tracking and collecting all those new trust fund revenues the nation's 
businesses would now be responsible for collecting. In addition, the accounting requirements 
imposed on businesses would far exceed anything near what they now are required to maintain. 
For one thing, given the anticipated amounts involved and the need to provide for a steady 
stream of government revenues to replace the wage withholding stream, one could anticipate that 
business would be required to file much more often then quarterly. 

Faced with these new and troublesome challenges, we have no doubt that the bureaucracy could 
easily redefine its mission to stay in business. We live in a complex world. There are no easy 
solutions to these complexities, despite our wish that there would be. The best we can do is 
provide a system that is comprehensible, predictable and fair as possible. And preferably one that 
does not change every year. One of the best things Congress could do for American small 
business and the American economy is impose a moratorium on tax law changes for five years. 

Summary 

We appreciate this opportunity to come before the Committee and share our views about this 
critical issue. We pledge our willingness to continue to support the Committee in its 
deliberations and will be happy to respond to any questions members may have concerning our 
remarks. 
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Chairman ARCHER. Thank you, Mr. Martin. 

Mr. Crane. 

Mr. Crane. I just wanted to make one comment referring to the 
Chairman’s comments about that 1986 tax law. And this also ad- 
dresses the point that you raised, Mr. Chairman, about determin- 
ing what the percentage of a flat tax would be. That is under what 
is called static analysis. 

I remember the time we took the maximum capital gains rate 
from — what was it? — 40 down to 28 percent, in 1978. All the ex- 
perts were called before our Committee to assess the revenue im- 
pact, and they all, universally, scored it as a revenue loser. It 
turned out producing big increases in revenue, but, more impor- 
tantly, explosive increases in venture capital upon which new busi- 
ness startups are dependent. And that means more taxpayers. 

We went through the identical procedure again in 1981 when we 
took it down to 20 percent. And even some of President Reagan’s 
people from Treasury were concerned when asked to score that. 
They thought it would have minimal impact, but it produced an 
even bigger increase in revenues and an even bigger increase in 
venture capital. 

I remember when we were in an executive session over in H-137 
on the markup of that 1986 tax bill. I was sitting next to this guy 
from Treasury, and I was looking over his paper that he had pro- 
vided to inform us. They had listed that increase in the maximum 
capital gains rate as a $25 billion revenue raiser over 5 years, as 
I recall. 

I asked him at the time, “How could you do that, when we know 
the experience of taking that capital gains rate down, both in 1978 
and 1981?” He said to me, cynicadly, “Congressman, this bill does 
not become law until January 1, 1987, but the fiscal year starts on 
October 1, 1986, and we anticipate raising $20 of that $25 billion 
between October 1 and December 31.” And they were right on tar- 
get, sad to say. 

But at any rate, I throw that out only because I have respect for 
our Chairman’s guidelines and the discipline necessary. And if it 
turned out that, by some of these simplifications, you increased 
revenues, you can go back and revisit and start ratcheting it down 
even further. But I have never heard of any economist who ever 
tried to advance the argument that raising taxes promotes eco- 
nomic growth. Quite the contrary. 

Do you want to get a word in edgewise? 

Chairman Archer. No. 

Mr. Crane. Oh. Yes, and I agree with our Chairman that there 
are benefits under consumption taxes that a flat tax approach 
would not address. 

But something with regard to Mr. Martin’s comments: I have 
been promoting a flat tax for 25 years, and Chairman Rostenkow- 
ski when he was in charge just laughed me out of the room when 
I tried to get him to hold hearings on it. But mine does not tax 
business at all, on the grounds that businesses do not pay taxes, 
they gather taxes. 'That is a cost, like plant and equipment and 
labor, and the regulatory burdens that have to be passed on and 
still get a fair return on investment or you are out of business. And 
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the only people who pay, taxpayers, are individuals. They pay it ei- 
ther with their taxpayer hat on or their consumer hat on. 

To eliminate some of those extraneous burdens to me would be 
highly desirable on another count, as well, so as to eliminate some 
of the heated rhetoric we have had over the past iVz years on, “You 
malefactors of great wealth out there ripping us off with your ex- 
tortionate profits.” I think the class warfare would be muted and 
diminished considerably if we could get rid of the imposition of that 
burden on the business community and go back to leveling a tax 
one time, at the time you earn it, and it is forever after home free 
if you save it or invest it. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Gentlemen, important objectives, and I think you would likely 
agree, one of the most important objectives of tax reform is to move 
toward a tax system that dramatically increases the national sav- 
ings rate. 

I noticed in your testimony some references specifically to the 
fact that a lot of small businesses are started up out of the savings 
of the owners, and that is a principal source of capital for business 
starts. 

I would like each of you to explore that a little bit. And specifi- 
cally, Mr. Martin, you were critical of the idea of, in an income tax 
system, removing the home mortgage deduction because it would 
specifically impact on access individuals have to a major source of 
capital. Would you like to elaborate on that? Then, if each of you 
would, generally comment on where increasing the national sav- 
ings rate is as an objective of tax reform. 

Mr. Martin. Well, Mr. English, I do not think my role is to be 
critical, but to just point out some pitfalls that we see. If we believe 
the statistics that we see coming out from learned articles, if I be- 
lieve what I see when my clients come in and say, “Can I afford 
to buy this house?” — and they normally buy a 20- to 30-percent 
more expensive house than they can afford because of the tax sav- 
ings that they receive — so that leads me to believe that these 
learned articles which project a 20- to 30-percent decrease in real 
estate values, if the mortgage interest and real estate tax deduc- 
tion goes away, are probably correct. 

Now, if I have a house that I bought 5 years ago and I put the 
minimum 10 percent down, and now 5 years later I want to go into 
business but the house has decreased in value by 20 percent, I 
have no ability to borrow against that house. I have no ability to 
take an equity loan. That is our concern. 

Mr. English. So you feel that the loss of a mortgage interest de- 
duction by moving to a flat tax, relative to the current regime, 
would actually reduce access to capital for small business starts? 

Mr. Martin. I think it could happen, yes, sir. 

Mr. English. OK. Before I move on to the others, I wanted to 
ask you a specific question about one of your comments in your 
written testimony. And that is, you express concern that there 
would be a dramatic increase in accounting requirements in all of 
the tax reform proposals that are before us. 
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I wonder, as a practitioner, do you feel that a subtraction method 
value-added tax with, say, an expensing regime, or a cash flow re- 
gime for expensing capit^ investments, need be more complex than 
the current tax system? 

Mr. Martin. The only value-added tax system I am familiar with 
and have had any real dealing with is that in Great Britain, and 
I find that system to be terribly complex. It takes a great deal of 
accounting to handle. 

Mr. English. Could there not be a much simpler system, though, 
that would be essentially subtraction method value-added tauc? 

Mr. Martin. Well, the simplest system is going to be the national 
sales tax. I mean, that is simplicity in itself. 

Mr. English. Yes. 

Mr. Martin. But then, what is the rub? Is it fair? 

Mr. English. OK. 

Mr. Martin. I mean, a national sales tax, most people feel — and 
I think it is true — is the most regressive taxation there is. 

Mr. English. Yes, I was just trying to address the complexity. 
Thank you for your comments. 

Mr. Padgett, do you want to elaborate on the question? 

Mr. Padgett. Well, just to your comment about savings, Mr. 
EMlish, I think all of us think of it, perhaps, in different ways at 
different times. You know, it could be as simple as stuffing the 
money in the mattress. It could be investing in CDs. 

In my case, we are fairly capital intensive, with rapid techno- 
logical change, so the first thing I think about when I think about 
simplifying the Tax Code is the less time, efibrt, and expense that 
I have to spend on performing those services to satisfy the govern- 
ment, as opposed to using that money productively in the growth 
of my business and serving my clients. If that expands — ^which I 
hope it would do, with the reinvestment of that money — then, natu- 
rally, I would have more tax to pay. 

Mr. English. Yes, and also elaborating on your testimony — I see 
my time has run out, but if I could ask one more very quick ques- 
tion — ^you say that you are concerned about the USA tax, and you 
specifically reference the shsuply progressive rates. 

If we were to adjust those rates and stick with a consumed in- 
come tax, but have it much flatter with lower marginal rates, 
would you be more comfortable with that approach? 

Mr. Padgett. Well, I would say we would certainly be willing to 
look at it. One of the premises behind our approach to the whole 
issue is to reduce the rhetoric down to specific examples. So the 
real challenge and the enjoyment that we have had in working 
through this process has been to actually apply the information in 
each proposed bill to current indust^ practice. So we would be in- 
terested very much. Certainly, the simpler it is, the better. I know 
that is hedging a little bit. 

Mr. English. My time is up. Thank you very much, gentlemen. 
I apologize, Mr. Thayer, that we did not have more of a chance to 
interact. 

Chairman Archer. Mr. Hancock. 

Mr. Hancock. Just a quick question, Mr. Chairman. To follow up 
on Mr. English’s question on the tax deductibility of mortgage in- 
terest, what would happen to mortgage interest rates if mortgage 
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interest was no longer tax deductible? Do you think they would 
stay the same? 

Mr. Padgett. Well, it is an interesting exercise, if I can com- 
ment. First, my overall impression is that they would drop. My 
guess is it would probably be in the area of about 25 or 30 percent. 

I am not an economist, and I have no practical experience with it, 
but my guess is that because of the reinvestment in the economy, 
the growth of business, the growth of employment, people are going 
to have more money to spend and are going to be looldng at other 
avenues to invest and, certainly, home ownership and equity would 
be part of that. 

Now, part of the problem in looking at this, from anybody’s view- 
point, I think is the tampering that is involved. And whether it 
happens overnight, Mr. Hancock, or whether it happens in 2 or 3 
years, I cannot begin to tell you; although I would suggest a longer 
timeframe than we are probably comfortable discussing at this 
point. 

Mr. Hancock. In other words, what you are saying is, at least 
temporarily, that it very well could be that the homeowner could 
end up, if he did not deduct it — paying basically the same thing, 
if his rates went down? 

Mr. Padgett. For the near term. But ultimately, I think it is 
going to be a much better situation. 

Mr. Hancock. Would that possibly redirect savings into stocks, 
bonds, and business, and redirect the money available for expan- 
sion of business and what-have-you, rather than into residential 
real estate? 

Mr. Thayer. That is, indeed, very possible, Mr. Hancock. I, too, 
think that the result would be that they would go down. The small- 
er businesses certainly would have more disposable income to redi- 
rect into some other forms of investment. But I think the key there 
would be whether or not there was an incentive from the Federal 
Government in some way for them to, indeed, do that. 

You have got a panel coming subsequent to this panel, talking 
about pension reform. And here, I think, you would want to some- 
how annex the two, and we cam talk about dollars that could be re- 
directed into that specific area as a result of that decrease. 

Mr. Hancock. It is an interesting exercise. You know, the Japa- 
nese, basically, following World War II said, “Look, save your 
money; invest it in business.” We, following World War II, said, 
“Buy a house.” And sometimes you kind of wonder if maybe the 
Japanese were not smarter than we were in that particular area. 
Anyway, thank you, gentlemen. 

Chairman Archer. Gentlemen, I am going to make one brief in- 
sertion here, and then we will excuse you and we will go vote. And 
then we will take our next panel. 

I am terribly concerned about any tax reform effort that will re- 
visit what we did in 1986. Every group that testifies before this 
Committee will say, “But if you will only correct this, then it will 
be a much better code for us.” And then the next group comes in 
and they say, “Well, correct this over here, but we do not care if 
you do anything massive or really restructuring, because we are 
kind of comfortable with this, but you just need to fix this one little 
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part of it.” And I will submit to you that we will end up with sm- 
other 1986, without a doubt. 

The other thing, I would say, Mr. Martin, to you is that deduc- 
tions are wonderful, but the more deductions you have, the higher 
the rate is going to be. And the higher the rate goes, the more de- 
mand there is going to be for more deductions. Unless we change 
our frame of mind as we approach taxation and stop thinking in 
terms of deductions and start thinking in other terms, I do not be- 
lieve we are going to end up with any truly rational, beneficial tax 
reform. 

It is a very difficult challenge for me, who believes we should 
scrap income as the base for taxation, to be able to begin to talk 
to people and they say, “Well, what about a deduction?” I say, 
“Hey, you do not have anything to deduct against. You are getting 
your whole paycheck. You are getting all of your income. There is 
nothing to deduct against.” You have got to think very differently 
if, in fact, we have a complete replacement and no longer use in- 
come as a base of taxation. That is a big educational job that I hope 
we can get done, because I think the benefits will be enormous. 

I think the more that we can release unnecessary expenditures 
for compliance — and I do my own income tax, and it takes me 
about 2 days every year to do it — that work effort is worth some- 
thing that could be used doing something else. Some of the bright- 
est minds in this country spend full time dealing with this Tax 
Code. They are not producing wealth. They are reshuffling dollars. 
What if those brightest minds in this country were spending full 
time producing wealth, instead of reshuffling dollars? Would we not 
all be better off? 

Then there is the savings issue, which is vital because every 
economist tells us that if we do not have more savings we are not 
going to have the job creation, we £U"e not going to have the growth, 
we are not going to have lower interest rates, we are not going to 
have the things that we want in this country, and our Tax Code 
should be shifted in a way where it develops savings and it is not 
a barrier to savings. 

If we do not tax income, we have a zero tax on savings. We have 
got to start thinking in a Afferent frame of mind. I could go on and 
on, but when we do use income as the base and we begin to talk 
about, “Well, how can we refine this and make it really something 
that we like?” I do not think we will ever get there. It will be like 
chasing the end of the rainbow because, perhaps one of you testi- 
fied, the big complexity in the Code is, “How do you define in- 
come?” And that will continue to be a problem. 

As long as income is the base, the question of how you define in- 
come, and the timing, and whether you are an independent con- 
tractor or not an independent contractor — ^which we are struggling 
with today as a great complexity — ^will continue to be in the Code. 
We will never get rid of that. 

I simply submit that, if we think this thing through, we will say 
that as long as we use income as the base, we will always end up 
where we are now, and we will continue tinkering and tinkering 
and tinkering as we run into problems. 

Thank you for coming, and thank you for listening to my closing 
:omments. I have to go vote. We welcome your input as we move 
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along. This is just the beginning of the process. We are not ready 
to do anything immediately, but we do want to get all of the infor- 
mation in hand so that when we — hopefully, in the next Congress — 
will be able to look, at some specific alternatives and work on them, 
maybe we will have you back again. 

But in the meantime, any ideas that you have, we welcome them, 
and we thank you for coming today. 

Mr. Padgett. Thank you, sir. 

Mr. Thayer. Thank you. 

Mr. Martin. Thank you, Mr. Chairman. 

[Recess.] 

Chairman ARCHER. The Committee will come to order. 

The Chair apologizes to our last panel for keeping you waiting. 
And at long last now, we are pleased to hear your testimony, so 
if you would take seats there at the witness table. At least two 
members of your panel understand these disruptions, because they 
have had to accommodate the demands of the bills before in their 
careers. So we are happy to have you with us. 

Congressman Zion, if you would lead off, identify yourself and 
the people that you represent. And without objection, each of your 
printed statements or written statements will be inserted in the 
record in full. If you will attempt to limit your oral presentation to 
5 minutes, the Chair would be grateful. 

Mr. Zion. 

STATEMENT OF HON, ROGER H. ZION, HONORARY CHAIRMAN, 

60 PLUS ASSOCIATION, WASHINGTON, DC; AND FORMER 

MEMBER OF CONGRESS 

Mr. Zion. My name is Roger Zion. I represent the 425,000 senior 
citizens calling ourselves 60 Plus. Mr. Chairman, first, I want to 
congratulate you^ Senator Lugar, and others who have introduced 
a consumption tax. The Council on National Policy had a meeting 
about 1 month ago, and Nancy Mitchell, an economist, said that it 
costs about $200 billion for individuals and corporations to com- 
ply — well, first to understand, and to comply with the provisions of 
the Revenue Code. I spoke to her. I said, “That is not nearly 
enough.” She said, “Well, I probably understated it.” 

My wife and I spent 2 days just accumulating materials to send 
to the accountant. It cost him $6 just to send the materials back 
to us. As you know, Mobil Oil has testified that it took them 50 
man-years, $100 million, and 109 pounds of paper, just trying to 
comply with the provisions. So if you extrapolate our individual ex- 
perience and that of Mobil Oil, times the number of companies that 
have to do this, that $200 billion figure is minimal. 

I believe, Mr. Chairman, you have suggested that there is about 
$200 billion that is not reported by the prostitute, the drug dealer, 
the self-employed, and others. I would like to submit, sir, that that 
is considerably minimal, too. It has got to be many times that. 

Now, the big argument that I hear in discussing this with lots 
of people is that your consumption tax is not progressive. Baloney. 
The guy that buys a yacht spends many, many times the tax 
money than the fellow that buys the rowboat spends; the guy that 
buys a Maseratti, a lot more tax money than the guy that buys a 
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used Chevrolet. So I would like to say that it is a voluntary tax 
on the rich. 

I would further suggest, though, that you might exempt food and 
medicine, for a couple of reasons. One, exempting medicine would 
help research and pharmaceuticals save billions of dollars in hos- 
pitalization, surgery, and so forth. And then, most importantly for 
our members, is that it would eliminate the “death tax.” 

Our 425,000 senior citizens are from all around America. The 
seniors are struggling against the onset of government intervention 
in their lives. Operators of small business are not concerned only 
about their lives, but the future lives of their children and their 
grandchildren. 

There is nothing more meaningful to American seniors or the 
American economy than tax relief for small business. Without it, 
economic security, economic expansion, and job creation will be 
lost. 

Of all the taxes that negatively affect small business, the Federal 
estate and gift tax is perhaps most killing of all. It has been sin- 
gled out again and again as one of the most job-killing taxes in 
America. Even the President’s White House conference on small 
business listed this tax as a high priority for elimination. If the 
Congress and the administration truly want to send a positive mes- 
sage to small business, they have to repeal this “death tax.” 

In the Gallup Poll taken this last year of over 1,000 small busi- 
nesses, in 61 percent of these businesses they said that payment 
of estate taxes will limit their potential business growth. Sixty-four 
percent report that payment of estate taxes will impact their abil- 
ity to sustain their family business. Of those expecting to liquidate 
all or part of their businesses, 50 percent expect to eliminate 30 or 
more jobs; 20 percent, to eliminate 100 or more jobs. Sixty percent 
of businessowners say that if the estate tax were eliminated, they 
would hire additional workers for the coming year. 

[The prepared statement follows:] 
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Good Moniing, I want to begiii by thanking yon Mr. Cbainnan, and the other memben 
of this committee for giving me and 60 Hui the opportnnity today to testify on this very 
important issne. 

60 Pins it a three year old oiganhatian of more than 425,000 senior cithen lobbyists 
from an around America. These senion are struggling against the onM of government 
intervention in their Uvea. Th^ are operators of sman bnainesses, and they are 
concerned not only about their livet, but about the fntnrc livet of their children and 
their grandchildru There can be nothing more meanhigfnl to America’s seniors or to 
the American economy than tax relief to smaD bnainesses. Witbont it, economic 
sccnrity, economic expansion and job creation sriD be lost 

The importance of what we arc discusMsg here toslay has been documented over and 
over agahs, to the point srbcrc I believe no thinidng person coabi possibility deny that 
smaO basincm tax rcUeTls the kay to renewed ecsmomic opportnaiity and hopetoonr 
entire nadosL 


I want to point ant Mr. Chaimian, that of all the taxes that negatively circci ssnaB 
business, the Federal Estate and Gift Tax b peshapa the aosst UBng of al. Thblaxbas 
been siagled oat again and again as one of the meat jab hBfag taxes In Aascffca today. 
Even the PlaeUeat’s osn White Hoose Conihttaee an Saul Bashtaea Usted Ihb lax as a 
high priority fm- dadantiaa in Older to get gevtsnmtmt ant of the tray of al sual 
b ne l nem* h^giwwthandoppor t nnt l y. glhe C eii gr c m andlheAdmlnbttationtrn|y 
want to send a patittva aMuage to smal bonineu to AaMriob Ihu tagsther they mast 
repeal the Eatate Tai-.ar « many nihr to h, ‘’THE DEAIB TAXr 

The evidenutiatidbtiiutlen of tide tax would help am eeiniuybartrwhel ati i M Mf- 
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thctr ability to suftaia tbeir family bufiaesi; 

• OfthoM expecting to liquidate aS or part of their business, SO percent expect to 
diminate 30 or more jobs and 20 percent expect to eliminate 100 or more Jo^ and 

• Sixty percent of business owners said that if Estate Taxes were eliminated, thty 
would hire additional workers in the coming year. 

Mr. Chairman, I can go on and on with intellectual argument after intdiectual 
argument and statistical argument after statistical argument with numbers ad 
infinitum, but Mr. Chairman, I want to address another aspect of thu tax on smaD 
business that doesn't get much attention and yet is the most compelling reason for 
action to eliminate this tax ttow...the moral issue. 

As yon know Mr. Chairman, the only action by an American cHsen that triggers this 
tax is either a desire to give to the next generation economic opportunity or DEATH. In 
other words, in most cases, DEATH is the only thing that causes this taxation. 
Therefore, due to the unpredictability of when we wiD be called to meet our maker, 
when and on whom this tax will be enforced is likewise unpredictable. The longer we 
wait to end this obnoxious tax, the more people and families we wiD unknowin^y 
sentence to suffer this tax. We don't know who will lose jobs because of delay, we don't 
know which families will be further devastated by government because of delay, we 
can’t know which enterprising mother will be unable to pass on to her daughter 
economic independence because we hesitated, we can't predict which inner^ity 
business wiO be lost to future generations thereby condemning, unnecessarily, more 
children to lost hope for a better future due to ''timing*'. 

Repealing the Federal Estate and Gift Tax immediately not only makes real economic 
sense, and good government policy, but it makes moral sense as well. 

However Mr. Chairman, let me be very clear about what I am about to say. 

As you know this unconscionable tax has been repealed several times in the past only to 
find its way back into the IRS tax code. According to the Tax Foundation, the first 
transfer tax was imposed in 1797, and wns repealed in 1S02. Due to the Civil War, 
transfer taxes were adopted again in the ISdO's and the Congress of 1S70 repealed It 
once again. In 189S tiie nation once again passed a transfer tax only to have it repealed 
for a third time in 1902. So we have dear evidence, Mr. Chairman, that to merely 
repeal for yet another time thu 'Kj'RAVE ROBBERS'" tax is no guarantee American 
taxpayers win truly rest in peace. 

Therefore, we at 60 Plus realize that to repeal tiie DEATH TAX is leaving the job 
undone. In order to insure smaD businemes and all Seniors that this tax wiD not rise 
frmn its grave yet again to haunt American prosperity, we must see to it that the IRS is 
unaMe to breath life back into it It wfll be necessary to drive a stake tbrongfa the heart 
of the government's ability to resnircct this anti-famOy, anti-job tax. 

We have no altenutive — no choice but to complete the Job by eliminating the present 
system which, if we fail to do so, wiO surely give rise to the DMth Tax again. 

We must be dO^ent in our commitmeat by inpporting changes in onr tax syst e m that 
guarantee that the DEATH TAX IS DEAD once and for all 

Thank yon Mr. Chaimuo and the rest of the Comauttee agala for this opportunity. 


60 Plus is a nonpartisan stnion advocacy group with a free enterprise, iess government, less hrers 
cg^roach to seniors ' issues. 60 Plus is one of the fiss^st growing seniors groups in the country with 
aver 425,000 dtixen lobbyists. 60 Plus publishes a newsletter. Senior Voice, tmd a Car^ressional 
ratings system, bestowing a GUARDIAN OF SB^ORS' RIGHTS award on Members of Cangyess in 
both political parties who vote "pro-senior" on major issues. 
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Mr. Zion. Mr. Chairman, if I could defer to my associate here, 
Jim Martin, a long-time “Hillite,” formerly associated with some of 
our colleagues in the House, I will defer to Jim for a moment. 

Chairman Archer. All right. Mr. Martin. 

STATEMENT OF JAMES L. MARTIN, PRESIDENT, 60 PLUS 
ASSOCIATION 

Mr. Martin. Thank you, Mr. Chairman. 

Chairman ARCHER. You also are here representing the 60 Plus 
Association? 

Mr. Martin. Yes, I am. I am president of the 60 Plus Associa- 
tion. We are a senior citizens’ advocacy group. 

Chairman Archer. OK. 

Mr. Martin. This is the No. 1 issue with seniors. 

Chairman Archer. You may proceed. 

Mr. Martin, Thank you, Mr. Chairman. This is what we call the 
most confiscatoi 7 of all taxes, perhaps the most unnatural of all 
taxes. It is applied uniquely to that which has already been taxed. 
We call attention to this. 

We know that this tax is very well known to your panel. Many 
people have spoken eloquently here already today about the social 
consequences of this loathsome tax. Suffice it to say that 70 percent 
of family businesses do not survive a second generation because of 
it; 87 percent do not make it through a third. 

You are even going to hear from one prominent tax attorney, 
maybe the preeminent attorney in the country on this tax. It is 
hard to believe, he is trying to put his own firm out of business; 
he loathes this tax so much. 

In testimony before your Committee last year, Mr. Chairman, 
from a Mississippi tree farmer, Chester Thigpen, whose son is here 
today, he painted a poignant reminder of this tax’s impact on a 
small business operation. Mr. Thigpen’s plight belies the key rea- 
sons this tax was enacted in the first place: One, to break up con- 
centrations of wealth; two, to raise revenues. 

On part one, the amassers of great wealth have the lawyers and 
accountants to avoid this grave robbers’ tax; but not Mr. Thigpen, 
who worked so long and hard to accumulate his small tree farm, 
but now finds he cannot pass it along to his children and grand- 
children without being socked by a massive tax on his aftertax sav- 
ings. 

On part two, it is simply not a revenue raiser, grossing 1 percent 
of receipts year in and year out, as you well know. It is probably 
a revenue loser. And in the words of the well-known economics pro- 
fessor who testified last year on the other side, the Senate Finance 
Committee, he said this tax is not doing what progressives, as he 
put it, thought it would do. In fact, he said at the outset of his tes- 
timony, “I am an unrequited liberal. I now believe that the gift and 
estate tax is a bad tax, even, and perhaps especially, on liberal 
grounds, and serious thought should be given to repealing it.” 

Mr. Chairman, your Committee took significant action last year 
when you voted an increase in the estate tax exemption from 
$600,000 to $750,000. Unfortunately, it never became law. And 
while this was a step forward, the ultimate solution, we feel, is 
total repeal — the approach advocated by about 100 House Members 
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to date. They support H.R. 784 introduced by Representative Chris 
Cox of California. And it is supported, I might add, by many mem- 
bers of this panel. 

Let me just conclude by saying, Mr. Chairman, that there are 
two certainties in life; taxes and death. And now, you can add a 
third certainty: taxes after death, because of this so-called inherit- 
ance or death tax. 

Another economist, Milton Friedman, says it sends a bad mes- 
sage to savers: That it is better to spend your money on, perhaps, 
wine, women, and song, than it is to save it. Mr. Crane referred 
earlier to his son saying, “Hey, I may as well spend it. Uncle Sam 
is going to take it.” 

Worse yet, perhaps spending it on politics. I refer to Ross Perot. 
Someone trying to figure out what makes Mr. Perot tick points out 
bhat in the 1992 Presidential election he was very proud to say that 
he spent $60 million on his campaign, all his own money. Well, 
that is not so, if you look at the top estate tax right now of 55 per- 
:;ent. Actually, 33 millions of those dollars would be tax dollars, 
under the current system. 

So, I will make an interesting proposition to this Committee. 
Since polls show that Mr. Perot apparently is not hurting either 
President Clinton this time around or Senator Dole, let us go ahead 
and repeal this tax, and perhaps he will get out of this race. 

Thank you, Mr. Chairman. 

[The prepared statement and attachments follow. A copy of Ed- 
ward J. McCaffery’s testimony before the Senate Committee on Fi- 
nance, dated June 7, 1995, is being retained in the Committee’s 
files.] 
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Testimony by James L. Martin 

House Ways and Means Committee, Rep. Bill Archer (R-TX), Chairman 
Reform the Tax Code 
Wednesday, April 24, 1996, 10:00 a-m. 

Room 1100 Longworth House Office Building 

Good morning. Mr. Chairman and Members of the Committee, my name is Jim Martin and I’m President of the 60 
Plus Association. It’s an horrar to speak with you about tax reform and how today’s tax system impacts on small 
businesses and particularly on senior citizens, their childr^t and grand-children. 

There’s no question that the income tax system as we know it should be ripped out by its roots and replaced with a 
fairer, simpler system. 

Mr. Chairman, let me say that as young reporter covering Capitol Hill in 1962-63-64 and then as an Administrative 
Assistant for six years to Representative, later Senator Edward J. Gurney (R-FL), I know the hard work and long 
hours that go into these hearings. 

60 Plus is a three-year-old anti-tax advocacy group that has dedicated itself to repealing the Federal Estate and Gift 
Tax, the most unfair and confiscatory of all taxes pta^ iq)on Senior Citizens. ’The 60 Plus Association has for 
three years been in the forefront of efforts to repeal what is gruesmnely called the death tax, or the grave robber’s 
tax. this most confiscatory of all taxes, from writing to House and Senate members, testifying about its 
burdensome effect on small mom and pop operations, to holding a semiiur on repeal, to drafting letters to 
Members of Congress co-signed by 35 national organizations, a copy of which we will submit for the record. 

We also submit the testimony of a well-known liberal economics professor who testined last year before the 
Senate Finance Committee and whose testimony rebuts the argument that this tax helps working men and women. 

Also, I would remind the Committee of one of its best witnesses last year, Chester Thigpen, the 83-year-old tree 
farmer from Mississippi, the grandson of slaves, a hard-working African-American small businessman who faces 
an overwhelming tax burden trying to pass along his estate to his five children. 60 Plus submits an editorial from 
the Washington Times regarding Mr. Thigpen’s plight 

Also a USA Today column by Grover Norquist on the effects of the Estate Tax on small businesses is submitted for 
the record. 

Submitted, too, arc remarks culled from hundreds of letters from American working men and women who oppose 
this most burdensome tax. And following are remarks frcnn literature generated by Rep. Chris Cox (R-CA) author 
of H.R. 784, to repeal this tax. As Mr. Cox said earlier in a Dear Colleague letter, “When the National Review 
published its "New Year's Resolutions" wish list for 1996, they asked 10 key conservative groups for legislation 
that is *simple...widely supported, and would yield great political dividends." 

Mr. Cox went on to say: "I am proud to say that the HJ(. 784 was included among this list. From the National 
Federation of Independent Businesses who labeled the estate tax the single greatest govemm^t burden imposed 
upon small family businesses, to the Small Business Survival Committee, to the 60 Plus Association, taxpayer 
groups around the nation (at least 35 such groups signed a letter endorsing H.R. 784) urge that we act now to 
repeal the most destructive lax on the books." 

Mr. Cox further states; 

One of the most powerful reasons that people work is to make life better for their children and loved ones. Ibat’s 
why families will go to great lengths to circumvent this most unnatural of all taxes, which seeks to repeal human 
nature. 


60 Phis Is s DODpartbu Mnien advocacy group wttfa a free encerprise, leas govcmmeat, kaa taxes approach to acniora' issues. 60 
Plus b one of the fastest growing senlora groups In the eouatry wfth over 425,000 cMzen kdibyiata. 60 Phis pubUabca a Dewalettar, 
Senior Voice, and a Congrcsalonal rating system, bestowtog a GV AJtOlAN OP SENIORS* RIGITTS award on Menbers of 
Congreas In both poUtkal parties who vote •‘pro- sen ior’* on m^or bauea. 
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The Estate Tax was first instituted as a temporary emergency measure designed to raise revenue during war time. 
1116 first Federal Estate Tax was enacted in 1 797 u a w^ for our nation to build a navy to police our shore. The 
tax was repealed in 1802. It was brought back during war time-during the Civil War and the Spanish-American 
War, for instance. 1110 Estafe Tax became a permanent feature of the tax code in 1916. Its basic structure has 
remained largely unchanged since tht 1930s. 

Aside from being i source of revenue, another ex(»ess purpose of the Estate Tax was to break up large 
concentrations of wealth. (Of course, this principle is idtogether inconsistent with a f re e -enterprise system and a 
competitive world economy.) 75 years of experience however, suggests that-rather than being an important means 
for promoting equal economic opportunity-Esute Taxes are in fact a barrier to economic advancement for people 
of all economic circumstances. 

In 1995, these taxes raised than of total federal rec^pts. At the same time, the estate tax is one of the 
costliest taxes for the IRS to administer. The transfer tax provisions take up 82 pages of the Iniemal Revenue 
(^e and 289 page of Regulations issues by the IRS. Estate Tax planning has gottm so complicated that the IRS 
now maintains a separate estate and gift tax unit in each of its field offices. 

Many disputes between the IRS and estates end up in court. There are more than 10,247 transfer cases now 
pending iMfore federal courts. Compliance and enforcement costs alone eat up about 65 cents for every 51 
according to one estimate. 

70% of family business don't survive through the second generation. 87% don’t make it throu^ the third. 

On April 5, 1995, the House ^)proved (as part of (he Contract With America) a boost in the Esute Tax exemption, 
from $600,000 to $750,000. lYiis bill also indexes the exemption so that it can keep pace with inflation in future 
years. 


Mr. Chairman, you have expressed a keen interest in reforming the current tax code with an eye toward moving to 
a more fair and equitable system of taxation. The House Smalt Business Committee, and your Committee, have 
held hearings on the adverse impact which the Estate Tax has on family-owned businesses, (jiven how wasteful 
and destructive the Estate Tax is, however, policymakers shouldn’t be satisfied simply with raising the exemption- 
hut should seek to repeal the Esute Tax altogether. 

Those who suppon Esute Tax repeal should proceed on a two-track process, then; both to move free-standing 
legislation (such as H.R. 784), and also to seek the repeal of the esute tax as part of a comprehensive overhaul of 
the entire Federal ux code, as proposed by your Committee. 

Given that the Esute and Gift Taxes are among the strongest sources of the ux code’s current bias against savings 
and capital formation, (he best chances for repeal of the Federal Esute and Gift taxes may lie in the cwitext of 
completely overhauling the Federal tax code. 

In addition to working directly with members of Congress, participants of the 1995 Estate Rq)ea] Summit, 
^xxisored by the 60 Plus Association, should be eiKouraged to work with the many national grass-roots 
organizations interested in this subject to publicize the need for Estate Tax repeal and to galvanize suppwt across 
the country for the Family Heritage Preservation Act. 

Consider the wisdun of economist Milton Friedman, who said of this most discouraging of all taxes, a tax applied 
uniquely to that which has already been (axed, that it sends a bad message to savers, to wit: that it is o.k. to spend 
your money on wirte. women and song, but don’t try to save H for your kids. 

In conclusion, Esute taxes dtsconrage aavii^ diaeouragc en trepratcurahip, and p— itw- famiUca, ti xw 
are anti>famUy. 

Estau taxes cause bosinca doanras, hnrraaed ancii^rfoyment, and they generally restrain businesses from 
operating and conqMting in an open marketplace. 

For every "Rockefeller* or other "wealthy” iitdividual who some f^ should have to "pay” this extra tax, we at 60 
Plus say two things: 

1. These individuals have already paid their taxes duly and ptopcrly. 

2. For every "Rockefeller” being hit by (his double tax there are thousands of mom and pop businessea and wwaH 
farms in the 50 stales who sre literally "run out of business” by this unjust tax. 


Thank you, Mr. Chairman. 
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THUBSDftY, JANUARY 18, 1996 

Abolish estate tax 


GOP plan would 

By Grover G. Norquis 

Ben Franklin rantoded us that 
*74o(hiiig a certain but death and 
taBes,” but for (DO many fUnily 
tanns and snail the fed- 

eral 9 >veniiDesrs inheritaoce tax is 
a death sentence. 

More than 70% of all ttmily bust- 
nea» do not survive throu^ the 
second generation. PuUy 87% don’t 
make it Id a third geaeratioo. 

Karen Kerrigu, the prerident of 
die Small Survival Cooimtt- 

tee, says that while indtvIdaBfc die of 
many causes. 00% of small business- 
es tbat fail Aortly after the death oi 
their IDuiider are UteriUty torn apart 
because die inbeitianoe tax buiden 
fads at a diBcuit transttioo period. 

‘Tstate taxes are noditng less than a 
hostile government takeover of tern- 
fly buatnemea." Kerrigan my%. •ro«»>»*u* 1 ^uuTCo«r 

Tbe preaent federal taheritance fbr protecting famUy buslnesaes and tbeinbcrtiancetaxofuptohalfdieir 
tax ranges fran 37% to S9% of es- farrmbyrai^theezempcknfrom life savings, and the RepubUcaoa; 
tales of more than 1600,000. Staice 1600,000 to 1^,000 and adding pnv who are aghHng to reduce or dlmi- 
tbe S600AW CTemptkiB, pamed in cecdoos that stop Camlly busmeaes naie tUs tax. die differ- 

1061. was not Indexed for inlatioa, it and farms from being broken up by ences between the parties. Olnton 
is now wOTth only 8377,000 in 1961 (he Internal Revenue Service at wUies to maintain a tax that make* 
dcAara Every year, infladon brings deadt lawyen rich, keeps the IRS bu^. 

more and more Americans' estates This estatetix referm was part of nils mian busbMsses and plays to 
into the pip trf the federal tax. tbe Contract with America and was the wont inwinrta envy. 

The Dernocrats were even puA- in the balaooedbudget plan passed aintooknowstherearemoreself- 
ing to tax more Americans at death, by the House and Senate and vetoed enployed Americans than there are 
As early as 1602, Democratic leader BIU Clinton union members. And self-enaployed 

Dick Gephardt and tbeoteiate ma- Rep. Chris Cos, R-Caiifn with 81 m^twt people are not dependent 
jority leader George Mhchdl Intro- coapoasor s , introduced (be FamQy on the g ove rnm e n t 
duoed kghiattnn to increase tbe Preservadon Acttocornpleteiyabol' Tb^ are dass enemies of Chnton 
number of estates aubiect to federal ish tbe fedml inheritaoce tax. Sen. aod his party. His 1663 tax increase 
lax by lowering the eserapdoo from John Kyle, R-Arlz., introduced its — twothirds of wfaidi feU on q»*ii 
8600,000 to 1200,000. For many oounterpart in the Senate with eight busmesB — was desisted to weaken 
Americans, tbelr family house and coeponsors. thenL Remember that onUn. lo the 

Insuninne policy would push them .Hm Martin, president of 60 Rus, a same way. viewed independent 
mto tbe daws d the Democrats’ tax grasofood lobby fcv older Amerv tenners, or kulaks, as eoeini*s 
cdlectors waiting outside the funeral cans, stys that because of tbe amis- who needed to be wiped out Repub- 
bome. Fortunately, the bUi died in caticuy inheritance tax, a third cer^ Ucans value gnaii busiomaes as al- 
committte and h^’t.been relntro- tainty can be added to Franklin’s lies that create jobs and reduce tbe 
duced. maxim: ‘Ifeatb is no refuge bom demand tor welfare. 

At a time of a declining avlngs taxes.” But tbe tax's days are num- 

rate in America, this tax raises only Abolishing the toheritance tax bered. 

1% of federal revenue but consumes would have many benefits. The Rob- Tbe flat tax proposed by Sen. 
8% of each year's savings. That’s 819 binses found tbat over the next seven Richard Shelby. R-Ala., and R^ 
billion that could have ben invested years, tbe caiHtal stock of America Armey. R-Texas, would abolish 
in wrpanrting the ecooomy. would inc rea s e by 8639 billion, the the inheritaoce tax. The Kemp Ctm- 

If tbe estate tax bad been aboi- gros dMnestic {xoduct would io- misaioD Wednesday called ftx* re- 
isbed in 1971, ecooomists Gary aod cr ease by more than 879 bUiioo aod form of this destructive tax. As soon 
Aldoona RobbiiB cakuiate. our oa- 228,000 jobs would be created. as a Republican is elected presideot, 
ticoal stock of savings would have We abo could toss 82 pages of the death taxes will be abolished, and 
been $399 bilUoo lar^ in 1991, the Internal Revenue code and 289 tbe sword of Damocles hn ^ n g over 
gross dMnestic product would be 846 pigs of its regulations into tbe trash millioas of small businesss and 
bUUoo hitler and we’d have 262.000 can. AikI miliiocB of Americans terms will be removed, 
mm jobs. would not be at tbe mercy of the IRS 

While tbe Democrate have argued and lawyers to protect their families. Grover G. \orqutst is pnsident of 

tor increaang taxes on Americans The tight between Democrats, Americans for Tax Reform in Wash- 
who die, tbe Republicans have called who want more Americans to pa^ inglon,D.C. 


save family farms, small businesses 
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The 60 Plus Association 

1«I« R. rt. Ig 7 «t OrlT«*Salt« l<II0*Arliagt«a, VA aaa09*rh«a« (703) tOT-aOTO^raa (703) 307-3073 

Tax Fairness for Seniors • Repeat Unfair Inheritance Taxes! 
Guardian of Seniors' Rights Award * Senior Voice Newsletter 

Roger Zion (R-IN, 1967 ‘1975) James L. Martin 

Honorary Chairman President 

March 11. 1996 


Dear Congressman: 

Enclosed is a letter urging your co-^>onsorship of Congressman Cox's H.R. 784. 
a bill to abolish what is perhaps the most hated tax in America today. *'The Family 
Heritage Preservation Act” has unified a cross-section of America as exemplified by the 
broad based interests of the 32 organizations which have signed this letter to you. 

These groups represent millions of Am^can voters as well as thousands upon 
thousands of small businesses which provide new jobs. To support repeal of the "Death 
Tax,” is to support increased revenue, increased jobs and small business opportunity for 
Americans. 

Philosophy should play no role in repeal, but should it, please remember the 
words of use economics professor Edward J. McCaffery, who testified before the Senate 
Finance Committee last fall: 

”I begin with a few confessions. I am an unrequited liberal, in both the classical 
and contemporary political senses of that word, whose views on social and distributive 
justice mi^t best be described as progressive. I used to believe in the gift and estate tax 
as a vehicle for obuining justice. As to the latter belief, only, I am now prepared to 
confess that I ‘was blind, but now can see.’ I now believe that the gift and estate tax is a 
bad tax. even and perhaps especially on liberal grounds, and serious thought should be 
given to repealing it” 


Yours tnily. 




Roger H. Zion 



MPhifbkaeapwthnaaUerf •dv«ci»p««ip«tth*fr«c«BtcrpriK.lc«|ovcnuMat.l«wtuM«ppreiehtOKDlort’ Imw. (0 

PhM hone of the tatwtfnn>(ngml0np9apt la chflfiaaMr7«ttfa«Tcr 425.330 cMnIgbbjrtM. 30 Pin pubUabci • aewrietter, 
, rnntrtiriwiii ijiTmi tiiWTrlat ■ EIGHTS •wwd on Mcnbcrt of 

Coogiwi b both polhkd pvtlM who vob *pro ■entnr* oa aaler Imma I 
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Deir Congressman: 

Your coUeagtie, Christopher Cox (R>CA). has introduced a bill called the Family 
Heriuge Preservation Act (R R. 784). 

The Family Heritage Preservation Act ccKtipletely eliminates the Estate and Gift 
Tax placed upon the lifetime of savings which seniors give to their children and 
grmdchildret. 

We strongly believe diat <me of die most unfair of many unfair taxes the most 
confiscatory of all, is the Estate and Gift Tax. It's a dangerous tax. It is also anti-family 
because it breaks up homes, families, ^mily businesses, and assets generation after 
generation due to the need to pay these second, thini and fourth taxes. It is not a revenue 
raiser, producing only 1% of gross taxes, rather, it is a revenue loser in that it is a 
disincentive to j(^ creation, thus shrinking the potential tax base. 

To that end, we the undersigned, stron^y encourage you to immediately add your 
name as co-sponsor of (H.R. 784) 'The Family Heritage Preservation Act” and to support 
its passage. Your staff can contact Bradford Can^H>etl in Congressman Cox's office at 
225-5611. 















(Signature) 


(Organization) 


(Signature) 


(Organization) 


(Signature) 


(Organization) 
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KILL THE GRAVE ROBBERS TAX 
List of Organizations Urging Co-Sponsorship of Rep. Cox’s (R-CA) 
(H.R. 784), & Sen. Kyi’s (R-AZ) (S. 628) legislation, 

The Family Heritaee Preservation Act 


I . 60 Plus Association 

2. Americans for Tax Reform 

3. Small Business Survival Committee 

4. Competitive Enterprise Institute 

5. Associated Concerned Taxpayers 

6. Concerned Women for America 

7. Capitol Hill Prayer Alert 

8. Conservative Campaign Fund 

9. The National Center for Public Policy Research 

10. The Conservative Caucus 

I I . The Conservative Leadership PAC 

12. SmaU Business Council of America 

13. The Conservative Victory Fund 

14. Project 21 

15. Printing Industries of America 

16. National Cattleman’s & Beef Association 

17. United States Business and Industry Council 

18. United Seniors of America 

19. The National Tax Limitation Committee 

20. Coalition for America 

21 . End Severe Taxes Against the Estate 

22. Christian Action Coalition 

23. American Conservative Union 

24. USA OwnedAJSA Made 

25. Council for Citizens Against Government Waste 

26. Citizens for a Sound Economy 

27. Arizona Wholesale Beer and Liquor Association 

28. Traditional Values Coalition 

29. United Dairymen of Arizona 

30. Arizona Thoroughbred Breeders Association 

31 . U.S. Chamber of Commerce 

32. American Family Association 

33. National Small Business United 

34. National Beer Wholesalers Association 


Jim Maftin/Roger Zion 
Grover Norquist 
Karen Kerrigan 
Mario Lewis, Jr. 
Gordon Jones 
Jim Woodall 
Hany Valentine 
Pat Flarety 
Amy Moritz 
Howard Phillips 
Morton Blackwell 
Paula Calimafde 
Ron Pearson 
Edmund Peterson 
Ben Cooper 
Alan Sobba 
Lloyd Wood III 
Mike Korbey 
Louis K. Uhler 
Paul Weyrich 
Stan Harper 
Martin Mawyer 
David Keene 
Rick Muth 
Tom Schatz 
Nancy Mitchell 
Philip MacDonnell 
Louis Sheldon 
Robert M. Girard 
James S. Skelly 
R. Bruce Josten 
Tim Wildmon 
John P. Galles 
Ronald A. Sarasin 
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Support for Rep. Chris Cox’s (R-CA) Family Heritage 
Preservation Act (H. R 784) from 60 Plus Association Members 


I am delighted to learn that there 
is a group piling the interests 
of conservative senior citizens — 
those peo^ (AARP) are anathema 
to my political ideok^. 

- Theodore]., Alexandria, Ki 

[ am enclosing a check to help 
your continued fi^t against un£ur 
inheiitance taxes, lap^audyour 
trying to increase the eoempoon 
from S600,000 to S750,000. 
-BiilM., ffhyems, GA 

I, like you, detest the inheritance 
tax. Your cause is fine, but I want a 
total revision of the tax system. 
-JackM., Lakeland, FL 

The more successfiil a dozen is 
in this great oounoy die mace he is 
penalized Americans wcxkhaid 
W themselves and their children 
and due to these unfiur Estate 
Taxes, the chikhen will sufiix 
Thank you for helxMng imeal the 
Federal Estate ana Gift Tax laws. 
We appreciate your effiircs. 

-Mr Ronald B., 

Chattanooga, 771 

Please, with God’s hc^ try to 
make Congress let us of the middle 
class ctie in peace, knowdng that our 
estates will go to our heirs, without 
heavy Inhentance tmes hanging on 
die back of these hots. 

-RayB., SieuxFalh, SD 

My n^cen aid I hope will help to 
put a crimp in the IRos |dundenng 
of estates. 

-FredO., N^rmka City, SE 

I want to thank you Ibr your 
conservative bills and die wm 


involved on inheritance taxes and 
sodal security. Wt don’t need mote 
social-spending. 

- Mn. Josephine, Eumston, IL 


I certainty do endorse the 
l^jislation you are behind, to 
eliminate Federd Inhentance tax, a 
cruel and unfiur tax. It is a tax on 
estates vdiich have already been 
taxed through the years. 

- Mrs. R M., IndianapoHs, IN 


1 did not know c^your 
oeganizacion until I leoehvd die 
mafierrecen^. I have been aware 
and opposed to the e&»ts to reduce 
die estate tax exemption, and Tm 
that an oijganized group is not 
only fightirtt reduction, Mt 
goir^ tor ABOLTFION of the tax. 


-Mr. John L, 

Rancho Palos Verdes, CA 


Of all the bad tax law^ I believe 
the Federal Est^ and Gift tax law 
to be one of the most unfiun I am 


73 years ofage. Iwouldliketo 


make more Jobs), but 1 wiD not a 
so because I fod I must remain 
liquid in piepaiadon tor the big 
Viutuie \dio will attack my estate 
upon my death, toedr^ estate to 
make fire sales prrmerty in order 
to satisfy the Vukure $ ca^ appetite. 


- Mr. Wilton E, Marion, SC 


inheritance tax, mainty due to the 
appreciation of my 1995 house 
purchase. 

- Mr. John S., 

Manhattan Beads, CA 

My estate has been acquired by 
me with honest Sweat, Blood, and 
Tears, and it gripes me that these 
S.O.B’s try to get it awm fiom my 
heirs. 1 lam the ^man of 

the special place for them in hell! 

- Mr. John H., Wilmington, CA 

I am to know somerxie is 

willing to figtyt one of the most 
demining taxes 1 know. My 
parents wuked realty hard to make 
a tow extra dollars to be able to pass 
on to their children and 
ganddiildien. What happened? 
The government ended up as being 
the heirs, not the ones it was 
intended tot 

-Mr. RohertS., Gcmswlle, FL 


Milmn Friedman has pointed out 
thai the Estate Tax sends a bad 
message to savers, to wic that it is 
O.K. to spend your mMiey on wine, 
women and song, but done cry to 
save ic tor your kids. The moral 
absufdi^ of the tax is sumasscxl onty 
by is economic Lnanonaliiy. 

-Imtitulejbr Research on the 
EconormaofTwoation,June3, 
1994 


I hope you ke^ up the effort to 
get the inhmtance tax OGempiion 
rused. Mywi&diedofcanceiatan 
early age before 1 knew about 
malting out the funr^ little paper 
known as die ’living trust’ wh^ 
gives the 11.2 millim ooemption 
instead (d'1600, 000. Son^ 
children win be stuck with a big 


1 begin with a few confessions. 

I am an unrequited liberal, in both 
the classical arxi contemporary 
political senses of the word, vmose 
views on sodal and distiibudve 
justice fi^t best be described as 
progres s ive. I used to believe in the 
gift and escue tn as a vehicle fix* 
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Support for Rep. Chris Cox*s (R-CA) Family Heritage 
Preservation Act (H. R, 784) from 60 Plus Association Members 


obtaining justice. As to the latter 
belief, oi% I am now piepaied to 
confess that I *was blind, but now 
can see.' I ncrw believe that the 
and estate tax is a bad tax, even 
perhaps especially on libenl 
sounds, and senous diought 
mould be given to tepealing it. 

-EdwardJ. M., Professor if Laio, 

use 

Excerpt horn Senate Finance 
Committee testimof]}^ June 1995 

We owe a special debt to 60 
Phis forgetting the tax fiee amount 
raised from twOfiOd to 1750,000. 

- Harold I A., prominent Estate 
Tax attorn^ Birmingham^ 
Alabama^ September, 1995 

There are two certainties in lifru 
Taxes and Deatii. Now because of 
the Inhentance Tax, we can add a 
third: Taxes after Death. 

- Jim Martin, Chairman 
The 60 Pha Association 

Fve spent most of rr^ adult life 
in tax— as an IRS Agent Fve 
alw3^ disaneed with an estate or 
Inheiitano^ax. It discourages 
ssning and encourages wasting. 
-B.C—CA 

I legaid the Inhentance Tax as a 
(expletive deleted) the 

confiscated revenue oeing little 
more than robbery. 

-F.H.O.—NE 

The onerous deatii tax is aldn to 
stealing the very gold out of a dead 
man’s teeth while he lies stone cedd 
and defenseless. It is no less evil 
than stealing a dead man’s wallet 
arul credit c^ds while he lies dead 
in the street after a &tal car aeddent 
unable to least. 

-R.E.D.—CA 


The inheritance tax is morally 
wrong. Why should such a tax lx 
added to the grief alrear^ sufrered 
by a wife and children? 

~AR.O. — CA 

Notw oorrsider the seniors’ plight 
— inhentance tax soucture on 
vdtich we have already paid three 
tiers of taxes. 

-BMca — TX 

I want to be a part of the 
movement to the Estate 
Taxes. 

-KM.O.~IL 

Fm in strong Aipport of Sen. 
I^’s bill in the ^nate and Rip. 
Cox’s bill in the House to abolish 
these taxes. 

-D.HW.—MI 

Having recently destroyed niy 
AARP card and resulted from tnat 
organization which md rM>t 
represent my views, I noted, witii 
inteie^ an article about your 
orramization in the A{xil 7th issue 
oftfuman Events.’ 

- Richard G. W., ShUhngton, Bf 

1 am neady 64year5 old, and 
once thought the American 
Association of Retired I^rsons was 
a good organization fr^ older 
Americans. 1 joined around ID 
years ^o, but resigned after the 
leadership endorsed the President s 
monster nealth care plan last year. 
The group never consulted me on 
this, or any odier; issue. Mar^ 
friends sxf tiie same. 

-EdB., Richmond 

1 am delighted to learn that 
there is a group pressing the 
interests of conservative senior 
citizens. 

- TA. J, Alexandria, lA 


I recently read about ycxir grou 
in ‘Human Events’ and was 
interested in the fact that you are 
providing an alternative to AARP 

-Jack R S., Pahn Sprinp, CA 

I belong to AARP but because 
of their Lett N^^ng leaning 1 have 
no intentions of renewing my 
membeislup when it is cv^. 

- Mrs. Lenore M. E, 
Middletown, NY 

I am 72 years old and we need 
an alternative to AARP Thank 
God fr>r I read about yoa in 
'Human Events.’ What a wonderfr 
paper.” 

- Martin L. Colbert, WA 

I’m over 60 and fed up with 
AARP Please send infr>rmation 
about 60 Phis to me. 

- Jt^e S., Orem, UT 

Special thanks to aD of you who 
have written your Monben of 
Congress — we cyciaBy thank you fi 
fbrwudingyour iMten to us, th^ air 
veiy cncDunging! 

Please keep your leticn comxr^ 
Every kttcr is muL Wencedthe 
fee dba c k from our members. Hereat 
60 Phis, we listen n> our members and 
wekamfromourmcxnbcfs. We 
e^^ecially need to hear about your 
Inheritance Tsx'‘horTor” stories. Its 
the etchange of infbnnation that keep 
us a vital organization and helps spiea. 
the word about the "silent plague” of 
Inheritance Taxes. 6 
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Support for Rep. Chris Cox’s (R-CA) Family Heritage 
Preservation Act (H. R 784) from 60 Plus Association Members 


hank you for [the 1995 
Estate Tax Summit]. Your 
speakers and panelists were 
more vaned than the usual run by 
and I enjoyed hearing their 
views. 

- Fkrena it, Washm^^nu DC 


unable financially to support the 
organization in ^e manner we 
would like, we are very pleased to 
be part of a true voke for senior 
citizens. 

-ArlentandKm !i(. Fountain 
HUU^AZ 


this tax has done to many people 
and the effxt it has had upon their 
life’s work and I feel that it is 
essendal that the fixieral estate tax 
be eliminated as soon as possible, 
as we did in California. 

- George A., Jr., Paramount, CA 



A fow days ago I watched you 
on NET [television] and wouU 
like more information (mi your 
organization. Ifposdblelwould 
like to have you mctude 
information about the fiincfing of 
AARPandNCSCl^the 
taxpayers. 

-RichardB., TiUamotA, OK 


I heard a representative of your 
organization on the local talk radio 
station in Philadelphia (WWOB). 
I was impressed by what I heard, 
compared to \^t I hear ficxn 
AARP. 

- P&/C, BrynMawr, PA 

Your letter was sent [to a 
person \^o no longer tesdes at 
this address], thenrore I am 
answering and returning the 
petition b^use I am very 
interested in aboUshi^and 
lowering taxes. In 19^2 my fiithers 
estate was settled, and the 
inheritance taxes fi)r the state of 
Ohio was twice as much as the 
federal inheritance tax. This 
became a great ooruem to me, and 
I wanted a wr^ m protest this 
uniW, confiscating tax....send me 
at least five more petitions and HI 
distribute them to my fiiends... 

- Russell S., NeviAIharty, OH 

My husband and I have been 
members of 60 Phis for nearly a 
year now, and although we are 


I definitetya^m with the 
Famity Heritage lYeservadon Act 
(the Cok-K^ Bills). You were 
rig^t ^^len you said we work hard 
m iriake life better fix our childieri, 
grandchildren and loved ones. 

- James M., Oskaloosa, KS 

Keep fighting, well keep 
prayng ana responding as best as 
weean. This is a fig^t we can win. 
And a fig^t we must win! 

- Sarah B., Fhtshin^ NY 

I strong^ support your effixis 
to abolish the estate tax. It’sa 
cruel tax on those upstar\ding 
citizens vdio are doing the b^ 
di^can to soinm and save and 
put a Utde aw^ tot their fomilies. 

-RuhardO., Tampa, FL 

I believe whole hcaitedly in 
what your organization is doing to 
pass inheritarKC tax legislation. 

- Elinor E., Pmn Ym, NY 

Hope that you will continue 
the fight and be successful lam 
in my eighties arni still healdiy. 

- Florence F, Newton, NJ 

Dear Rep. Chris Cox (R-CA): 
My wife ana I were very pleased to 
teedve your letter concerning the 
efforts by The 60/Plus Association 
to reduce or do aw^ with the 
fisderal estate tax. As an attorn^ I 
have seen the great injustice which 


I am writing for your support 
of HR 660. It is dimcult, if not 
impossible in some cases, for older, 
exiting senior housing to comply 
with tfe Fair Housing 
Amendment Act of 1988. lartr ■ 
pleased that HUD*s revised rules 
will make it easier for a 
communi^ to qualify as senior. 
However, I feel stroi^y that 
Congress should act to guarantee 
that the law will authorize existing 
and future senior communities to 
function in that capacin^. Seniors 
are not anti-childi^ However; 
the lifestydes of you^ fiunilies and 
seniors are vastfydinerenL Their 
vast energy depletes ours. 

•Jm and Mary Lou A, 
nonet, CA 

[Editors note: 60 Phis worked 
hard on this issue. Rep. Cliff 
Steams (R-FL) and Rep. Dan 
Miller (R-FL) and others were 
successful in getting HUD to 
revise its rules.] 

I have long thought that the 
Federal Inhentancx tax is the most 
unfoir tax there is. lam tired of 
the govenunent trying to control 
our entire lives ana then go so for 
as to rob our children aftn we are 
dead. I can’t think of anything 
more disgusting than having mose 
wealthy at cats in Washington rob 
from tne dead and their children 
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Support for Rep. Chris Cox’s (R-CA) Family Heritage 
Preservation Act (H. R. 7841 from 60 Plus Association Members 


:> finana their unreasonable 
ftiicment purses. My husband 
nd I are both veterans ofWW II. 
Ay husband served six years in the 
JS Marine Corps and is a Ffeirl 
iarbor Survivor. I served in the 
^avy. Haring been at Pearl 
iarwr on Dec 7, 1941, my 
lusband well knows what It is to 
le in batdc without the needed 
lefenses. 

- Rachei T, Omyna, CA 


Count me in 6vor of HR 784. 
Elstate taxes have cost me 
thousands of SSSi. 

- Virginia L., tkiilas^ TX 

Special dianks to aOofyou who 
have written your Members of 
Congress — we especialty thank )OU 
for ferwaiding your tetters n> us, th^ 
are very encouraging! 

Ptesae keq) your knm comii^. 
Every letter is Weneedd^ 


feedback 6x>m our members. Heteat 
60 Plus, we listen to our memben and 
we kam from our members. We 
espcoalty need to hear about your 
Inheritance Tax ‘‘horror* stories. Its 
the cichange of information dut 
keeps us a vital organization and helps 
spread the word about the “rilent 
plague" of Inheritance Tdos. ^ 


*] just wanted you to know that I 
fully support you In regard to doing 
iway wi A Estate Taxes. The more 
iuccessful a citizen is in this great 
:ountry, the more he is penalized. 
Americans work very hard for 
iierriseK^ and their childien arid due 
ED the unfair Estate T»es, die children 
•rill suffer." 

- RemaUX, Chattanooga, TN 

"I’ve spent most of my adult life 
n tax - as an IRS Agent..lSfe always 
disagreed with an estate or Inheritance 
Tax. It discouriees saving and 
mcourages wasting. 

-BohC.MenhBuKCA 


"I hope you su c c eed in stopping 
the tax on estates." 

- Ehnne P., Ossirteng^ NY 


"You arc the first person who 
seemed to understand that most of us 
seniors can’t keep up with our fast 



newsletters!* 


• VirgmiaB., Rivtrdak, CA 

"I can’t think of anything more 
disgusting dtan haring diose wealthy 
fet cats in Washington rob from die 
dead and their duidren.* 

• RachAT,, Can^na, CA 


Pkase keq> your kttcfs coining! 
Every letter U read. We need the 
feedback from our members.~Heie' 
at 60/Plus, we listen to our 
members and we learn from’ our 
members. We especially need to 
hear about your Inheritance Tax 
"horror* stories. It’s the exchange 
of information that keeps us avind 
organization and helps spread the 
word about the "silent plague* of 
Inheritance Taxes. ^ 
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TAXES ^ 


Tax his cow, 
tax his goat. 

Tax his pants, 
tax his coat. 

Tax his crops, 
tax his work. 

Tax his tie, 
tax his shirt. 

Tax his tractor, 
tax his mule. 

Teach him taxes 
are a rule. 

Tax his oil, 
tax his gas. 

Tax his notes, 
tax his cash; 

Tax him Mod 

and let him know — 

After taxes 

he has no dough. 

If he hollers, 
tax him more; 

Tax him ’til 
he’s good and sore. 

Tax his coffin, 
tax his grave. 

Tax the sod 

in which he lays. 

Put these words 
upon his tomb: 

“Taxes drove me 
to my doom.” 

And after he’s gone 
he can’t relax; 

They’ll soon be after 
his Inheritance Tax! 


Anonymtrus 
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Chairman Archer. Thank you, Mr. Martin. 

Congressman Sarasin, we would be pleased to hear from you, 
and if you would officially identify yourself before you proceed. 

STATEMENT OF HON. RONALD A. SARASIN, PRESIDENT, 

NATIONAL BEER WHOLESALERS ASSOCIATION, ALEXAN- 
DRIA, VIRGINIA; AND FORMER MEMBER OF CONGRESS 

Mr. Sarasin. Thank you very much, Mr. Chairman. I am Ron 
Sarasin. .1 am the president of the National Beer Wholesalers Asso- 
ciation. We represent the middle tier of a very heavily regulated 
three-tier system of beer distribution, in our case consisting of 
2,900 licensed malt beverage distributorships, most of which are 
family owned and operated. I can very proudly say that there is a 
beer wholesaler in every single congressional district in this coun- 
try. 

First, I would like to give you a little economic background of the 
industry, and wholesalers in particular, and then talk about State 
taxes. The entire beer industry generates $175 billion, employs 2.6 
million people, and provides over $14 billion in revenue to local. 
State, and Federal Governments. WTiolesalers alone provide 92,600 
jobs, pay over $3 billion in wages, and over $1.5 billion in taxes. 
In addition, we add value to the tune of about $7.4 billion. 

The average or typical beer distributorship, if there was such a 
thing, would have 32 employees, with an average worker earning 
$33,700. Approximately 54 percent of a typical beer distributor’s 
operational cost is for payroll. So estate taxes hit our members 
hard, because the vast majority of our operations are family owned 
and operated. 

We certainly believe that such taxes are confiscatory, and they 
impact very, very dramatically on the value of years of savings that 
the decedent had already paid taxes on one, two, or even three or 
more times. On death, the decedent’s heirs are then socked with an 
estate tax of up to 55 percent. 

For example, if we had a beer distributorship which was valued 
at $10 million, which is larger than average for our distributor- 
ships, at the decedent’s death the family would owe approximately 
$4.9 million in estate taxes. If the family attempted to keep the 
business, they would have to take out a loan to pay the taxes, and 
then they pay that back over time. 

So, over a 10-year period, at an interest rate of one-half over 
prime, the family is liable for about $1 million a year, with no de- 
duction for the interest that is paid. In addition, obviously, those 
dollars are paid with aftertax dollars. So, in order to keep the busi- 
ness in the family, that family has to leverage the business dra- 
matically, or they sell or shut down the operation. 

If a family in our business tries to sell — and since only the strong 
survive — in our business the typical purchaser would be another 
beer distributor, a larger beer distributor. And our data indicate 
that when a firm is purchased, the existing facilities are usually 
closed, and the brands it previously handled are moved to an al- 
ready existing warehouse. The 32 jobs that are average for our op- 
erations are therefore lost from that community. 

I think the question that has been asked here today and that we 
certainly want to ask again is, do we want to help people who work 
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hard prosper and in turn give back to their community? And there 
is no question, every Member of Congress could go back to their 
district and find that their local beer distributor is active in many 
civic and community functions. These are the people, along with 
other entrepreneurial types in the community, who are the fabric 
of the community. They are the people who serve on boards of edu- 
cation, zoning boards, and so forth. 

So, what message are we sending? We are sending the message 
that the more your business grows, the more jobs you create, the 
more you give back to your community, the more the government 
can take from you when you die. 

Many of our members’ families started in this business right 
after Prohibition. That was a time in American history when we 
were taught that if we worked hard and built a business, our chil- 
dren cmd our children’s children would be better off. 

An estate tax is contrary to every message we should be sending 
to small business and entrepreneurship. Hard work should be re- 
warded; not penalized. Giving to the community and purring eco- 
nomic growth should be encouraged by the Federal Government; 
not discouraged. We also know that this is one of the most com- 
plicated and costly taxes that we could possibly impose on every- 
one. 

Now, it has been called a voluntary tax by some economists, be- 
cause you can figure out ways to avoid it. The problem with that 
is, our people tell us it costs from $10,000 to $250,000 to get the 
proper estate planning advice to try and keep that tax as low as 
possible. These are dollars that could have been spent on job cre- 
ation, additions to facilities, or brand promotion. 

The taxes are unfair. They are counterproductive to every tenet 
we should be ascribing to. As you consider fundamental tax reform 
in the coming months, we would urge you to consider the total 
elimination of the estate taxes as they are currently applied in our 
society. 

Thank you, Mr. Chairman. 

[The prepared statement follows;] 
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The Honorable Ronald A. Sarasin 
National Beer Wholesalers Association 

Good morning Mr. Chairman and members of the Ways and Means Committee. 
My name is Ron Sarasin and I am president of the National Beer Wholesalers 
Association (NBWA). NBWA represents the middle tier of a heavily regulated 
three tier system of beer distribution, consisting of over 2,900 licensed malt 
beverage distributorships, most of which are family-owned and operated. 1 can 
proudly say that there are beer wholesalers in every congressional district in the 
country. 

I understand we are here today to discuss tax reform and the impact reform would 
have on small business. Although NBWA does not support any particular tax 
reform proposal at this time because our members are still analyzing the various 
options, I can state that we believe when Congress is addressing fundamental tax 
reform that total and complete repeal of estate and gift taxes should be included in 
any final plan adopted. In addition, we hope that you also eliminate a tax which 
unfairly discriminates against one sector of industry and is regressive by nature — 
excise taxes. That issue, however, 1 will leave for discussion for another day. 

First, I wanted to give you some economic background information on the beer 
industry and beer wholesalers in particular, and then get into the importance of 
repeal of estate taxes to our members. 

The beer industry, which includes the three tiers of brewers, wholesalers and 
retailers, is a major player in the U.S. economy. The United States ranks number 
one in the world in beer production - far ahead of the second and third place 
countries, England and Germany, combined. Today over 84 million working 
Americans responsibly consume and enjoy a nice cold beer, with beer representing 
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88 percent of the volume of all licensed beverages sold in America. 

Each year, the entire beer industry generates $174.9 billion, employs 2.6 million 
and provides over $14 billion in revenue to local, state and federal governments 
through excise, sales and other taxes and fees. 

According to data prepared by Dr. Steve Barsby & Associates, an economic 
consulting firm, beer wholesalers themselves provide 92,600 jobs, pay over $3 
billion in wages and over $1.5 billion in taxes. Furtber, beer wholesalers create 
$7.4 billion in value added to the product, which is just the starting point for 
economic activity created by our members. 

Beer wholesalers add value to the three tier system in the foUowing ways: 

- they purchase and finance inventory, reducing the producers’ coital 
requirements and assume the risk of non-payment from retailers; 

- they provide a local warehouse facility for quick delivery to the retailers, 
insuring product freshness and reducing retailers’ required inventory; 

- they sell the product to retailers, aiding smaller producers who cannot 
afford exorbitant advertising and marketing expenses or large sales forces; 
and 

- they provide sales support services such as advertising, promotion, 
merchandising, and market intelligence. 

The typical beer distributorship has 32 enqployees, with the average woiker earning 
$33,700. As large corporations continue downsizing, beer wholesalers truly rely on 
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their employees since approximately 54 percent of the typical operation’s costs are 
for the annual payroll. 

Estate taxes hit our members hard because the vast majority of beer wholesale 
businesses are family-owned and o])erated. In fact, we believe estate laws are 
paramount to confiscation for privately held companies such as the typical beer 
distributorship. The value of one’s estate is the result of years of savings that the 
decedent has already paid taxes on one, two, three or more times already. After a 
lifetime of taxes and more taxes; upon death, the decedent’s heirs are then socked 
with an estate tax of up to 55 percent. 

For example, if a beer distributorship is valued at $10 million at the decedent’s 
death, the family would owe approximately $4.9 million in estate taxes. If the 
family chooses to keep the business, they must take out a loan to pay the estate 
taxes, and pay back the borrowed amount over time. Over a ten year time period, at 
an interest rate of one-half over prime, the family is liable for close to $1 million a 
year with no deduction for the interest paid. In addition, the money must be paid 
with after tax dollars. Therefore, in order to keep the business in the family, the 
heirs must totally leverage the distributorship, sell or shut down the operation. 

If the family chooses to sell, they must find a buyer. Generally, in business only the 
strong survive. The beer wholesale business is no exception and, therefore, the only 
business that might afford to buy a beer wholesale business is a larger beer 
distributor. Our data indicate that when a firm is purchased, the existing facilities 
are usually closed and the brands it previously handled are moved to an already 
existing warehouse. Obviously, the average 32 Jobs are lost from that community. 
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My question to this committee is, do we want to help people who work hard, 
prosper and in turn give back to the community? I believe almost every member 
here could go back to their district and find that their local beer distributor has been 
active in many civic and community functions. What message are we sending? 

The more your business grows, the more jobs you help create, and the more you 
give back to your community, then the more government can take from you when 
you die. 

Prohibition was repealed in 1933 and the industry was totally restructured. The 
second tier of the licensed beverage industry was established to insure that there 
were no longer corruptive ties between the producer and retailer. Many of our 
members’ families started in the beer wholesale business right after prohibition — a 
time in American history when we were taught that if we worked hard and built a 
business, our children and our children’s children would be better off. The estate 
tax is contrary to every message that we should be sending to small business and 
entrepreneurship. Hard work should be rewarded, not penalized. Giving to the 
community and spurring economic growth should be encouraged by the federal 
government, not discouraged. 

Further evidence against the estate tax is that it is one of the most complicated and 
costliest taxes for the IRS to administer. I have seen numbers that demonstrate 
compliance and enforcement costs can take up approximately 65 cents for every 
dollar collected. In addition, the federal government only collected about $15 
billion last year from estate, gift and generation-skipping transfers — this is less 
than one percent of total federal receipts. 
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It is also interesting to note that one estate planning scholar from Harvard Law 
refers to the estate tax as a “voluntary tax,” because a business owner can arrange 
his or her affairs in such a manner as to essentially pay whatever amount of taxes he 
or she wishes. 

The beer industry, particularly the individual brewers and NEW A, works hard 
through education efforts to enourage beer wholesalers to have an estate plan in 
place so that the business can be passed down from generation to generation. The 
cost, however, is high. One wholesaler has estimated that each individual beer 
distributorship spends anywhere from $10,000 to a quarter of a million dollars in 
estate planning costs. This costly estate tax advice dilutes money which could be 
spent on job creation, additions to facilities, and brand promotion. 

Estate taxes are unfair, costly and counterproductive to all of America, but 
particularly to small business owners. SmaU business is the foundation of the 
American free enterprise system, and this Congress should strive to encourage 
small business growth and expansion. When considering fundamental tax reform in 
the upcoming months, please give careful consideration to the elimination of estate 


taxes. 
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Chairman Archer. Thank you, Mr. Sarasin. 

Mr. Thigpen, if you would identify yourself for the record and 
whom you represent, you may proceed. 

STATEMENT OF LONNIE THIGPEN, AMERICAN TREE FARM 

SYSTEM, FOREST INDUSTRIES COUNCIL ON TAXATION, AND 

AMERICAN FOREST & PAPER ASSOCIATION 

Mr. Thigpen. My name is Lonnie Thigpen, and last year my 83- 
year-old father, Chester Thigpen, spoke to you about the impor- 
tance of estate tax reform in our family and the tree farm he has 
in Montrose, Mississippi. Today, it is still an important issue to our 
family. 

Chairman Archer. Mr. Thigpen, if you will identify yourself and 
the people that you represent. Do you represent anyone other than 
yourself today? 

Mr. Thigpen. No. 

Chairman Archer. You do not? OK. Good. Well, you may pro- 
ceed, then. Because I had here that you were potentially represent- 
ing the American Tree Farm System, the Forest Industries Council 
on Taxation, and the American Forest & Paper Association. Is that 
not correct? 

Mr. Thigpen. Yes, I am here on behsdf of them, too. 

Chairman Archer. OK. Well, good, as long as we get that on the 
record. That is good. You may proceed. 

Mr. Thigpen. OK. Mr. Chairman, I appreciate the opportunity to 
appear before your Committee. Today you are seeking information 
on an issue that is very important to more than 9.9 million people 
who own most of the Nation’s productive timberland. Most of us 
have been in this business for a long time. 

As my father reminded you. Professor Larry Doolittle of Mis- 
sissippi State University published a paper in 1992 that suggested 
that one-half of the tree farmers in the Midsouth were 62 years old 
or over. This pattern holds true in other parts of the country, as 
well. So it should come as no surprise to the Committee that when 
tree farmers gather, one of the things that we talk about is estate 
tax planning. 

Estate taxes matter not just to lawyers, doctors, and business- 
men, but to people like me, extension agents, educators, civil serv- 
ants, and farmers. My parents were both bom on the land that is 
now part of their tree farm. Last year, my father told you how he 
plowed behind a mule for his great uncle who owned it before him. 
His dream then was to own land, and in 1940 that dream became 
a reality. 

In that year, he bought a little piece of land, and inherited some 
from his family’s estate in 1946. Then he saved and bought some 
more. Back when dad started, the estate tax applied to only 1 in 
60. Today, it applies to 1 in 20, including my father’s farm, I won- 
der if I would be able to achieve a dream like he has had, if I start- 
ed out today. 

Our family first got started in forestry in 1960, and at age 10 I 
was right there working in the forest with my father. I took what 
I learned in 4-H Club and brought it home and applied it in the 
woods. At that time, much of our land was played-out old cotton 
and row-crop fields, so early on we spent about 90 percent of our 
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time trying to keep it from washing away. We developed a manage- 
ment plan and started growing trees. Today, we manage our prop- 
erty for timber, wildlife habitat, water quality, and recreation. We 
have built ponds for erosion control and for wildlife. Deer and tur- 
key have come back to our farm, and we invite our neighbors and 
friends to come hunt with us. 

It took my father and mother half a century, but they have man- 
aged to turn our land into a working tree farm that has been a 
source of pride and income for our entire family. Our tree farm 
made it possible to put my four brothers and sisters and me 
through college. It made it possible for our parents to share their 
love of the outdoors and commitment to good forestry with our 
neighbors. And finally, it made it possible for them to leave a leg- 
acy that makes us very proud: Beautiful forests and ponds that can 
live on for many, many years after my father and mother pass on. 
They both wanted to leave the land in better condition than when 
they first found it, and we believe they have. 

They want to leave the tree farm in our family, also. But no mat- 
ter how hard we work, leaving the legacy in our family depends on 
people like you. 

My father tells the stoi^ of how in 1960 it was almost impossible 
for him to find someone who would lend him $10,000 to buy what 
at that time was played-out cotton fields. Today, because of his 
sweat and forethought, the same piece of land is valued at more 
than $1 million, many seem to think. All of that value is tied up 
in land and trees. 

We are not rich people, either. My father and I do most all of the 
work on the farm ourselves. So under current law, as heirs, we 
may have to break up the tree farm and sell off the timber before 
its time, to pay estate taxes. Giving up the tree farm that my fam- 
ily has worked for 50 years to create would break our hearts, and 
it would discourage me from being a tree farmer, and also my chil- 
dren and grandchildren. 

If the tree farm had to be sold or the timber cut before its time, 
what would happen to the erosion control programs that we put in 
place, and the wildlife habitat? Who would make certain that the 
lands stayed open for the neighbors? If we had this chance to in- 
herit this land, we are sure that we would. 

My father says, too often people focus on just the cost of estate 
tax reform, and not the benefits. I mentioned earlier that 9.9 mil- 
lion forest landowners in this country are close to retirement age — 
or, like my father, well past it. Without estate tax reform, many 
of these properties would be broken up in smaller tracts, or har- 
vested prematurely. Some may no longer be economical to operate 
as tree farms, and will perhaps be converted to other uses, or back 
into marginal agriculture. Other properties will become too small, 
or generate too little cash flow to support the kind of multiple use 
management we have practiced on our property. 

A healthy, growing forest with abundant wildlife provides bene- 
fits to everyone. Without estate tax reform, it will become harder 
and harder for people like us to remain excellent stewards of our 
family-owned forests. 

Mr. Chairman, last year my father and mother were named the 
national outstanding tree farmere of the United States of America. 
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Our family was greatly honored to be selected to be the best of over 
70,000 other members of the American Tree Farm System. One 
reason they were selected was because they had been speaking out 
on behalf of good forestry for almost four decades, and at a time 
when it was not very popular to do so. 

That is why my father felt it was so important as to leave his 
home in Montrose, Mississippi, and travel to Washington, DC, last 
year, at age 83, and that is why I am here today: To remind the 
Committee that estate tax reform is important to preserve family 
enterprises like ours. It is important for our healthy forests. 

My father and I planted some more trees here recently. He 
knows that he will probably not be around to see them mature, but 
he hopes his grandkids will be here to watch them grow on the 
Thigpen farm. And I know millions of forest landowners feel the 
same way about their tree farms. 

We would applaud any efforts you can make to reform estate 
taxes. We ask you to please help us, and we thank you. 

Chairman ARCHER. Mr. Thigpen, thank you very much, and we 
did enjoy having your father as a witness last year. I hope you will 
carry back to him our best wishes and our congratulations for what 
he has accomplished through hard work, thrift, and perseverance 
in his lifetime. We are very, very pleased to have you with us 
today. 

Mr. Thigpen. Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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STATEMENT OF LONNIE THIGPEN 

AMERICAN TREE FARM SYSTEM, FOREST INDUSTRIES COUNCIL ON TAXATION 
AND AMERICAN FOREST AND PAPER ASSOCIATION 


My name is Lonnie Thigpen. Last year, my 83 year-old father, Chester Thigpen, spoke to 
you about how important estate tax reform is to our family and our Tree Farm in Montrose, 
Mississippi. Today, it is still as important as ever. 

Mr. Chairman, I appreciate the opportunity to appear before this Committee. Today, you 
are seeking iirformation on an issue that is very important to mote than 9.9 million people who 
own most of the nation's productive timberland. Most of us have been at it for a long time. As 
my father reminded you. Professor Larry Doolittle of Mississippi State University published a 
paper in 1 992 that suggested half of the Tree Farmers in the Mid-South were 62 years old or 
over. This pattern holds tme in other parts of the country as well. So it should come as no 
surprise to the Committee that, when Tree Farmers gather, one of the things we discuss is estate 
taxes. 


Estate taxes matter not just to lawyers, doctors and business men, but to people like us: 
extension agents, educators, civil servants and farmers. My parents were both bom on land that 
is now part of our Tree Farm. Last year my father told you how he plowed behind a mule for my 
great uncle who owned it before him. His dream then was to own land. And in 1940 that dream 
began to become reality. In that year he bought a little piece of land and inherited some from my 
family’s estate in 1946. Then he saved and bought some more. Back when Dad started, the 
estate tax applied to only one estate in 60. Today it applies to one in 20 - including my father’s. 
I wonder if 1 would be able to achieve a dream like his if I were just starting out today. 

Mr. Chairman, you have heard many witnesses talk about the technical details of estate 
tax reform. They know far more about it than I do. With your permission, I’d like to take a few 
minutes to talk about what I do know; what estate tax reform will mean in places like Montrose, 
Mississippi and to Tree Farmers like me and the test of our family. 

Our family first got started in forestry in 1960, and at 10 years old, I was right there 
working in the forest with my father. I took what I learned in 4-H and brought it home to apply 
in our woods. At that time much of our land was played out cotton and row-crop fields, so early 
on we spent 90 percent of our time trying to keep it firom washing away. We developed a 
management plan and started growing trees. Today, we manage our property for timber, wildlife 
habitat, water quality and recreation. We have built ponds for erosion control and for wildlife. 
Deer and turkey have come back, and we invite our neighbors to hunt on our land. 

It took my father and mother a half century, but they have managed to turn our land into a 
working Tree Farm that has been a source of pride and income for the entire family. 

Our Tree Farm made it possible to put my four brothers and sisters and me through college. It 
made it possible for our parents to share their love of the outdoors and commitment to good 
forestry with our neighbors. And finally, it made it possible for them to leave a legacy that 
makes us very proud; beautifiil forests and ponds that can live on for many, many years after ray 
father and mother pass on. They both wanted to leave the land in better condition than when 
they first started working it. And they have. 

They want to leave the Tree Farm in our family. But no matter how hard we all work, 
leaving this legacy with our family depends on you. 

My father tells the story of how in 1960 it was almost impossible for him to find someone 
who would lend him $10,000 to buy what at the time was played-out cotton fields. Today, 
because of his sweat and forethought, that same piece of land is valued at more than one million 
dollars. All that value is tied up in land and trees. We’re not rich people. My father and I do 
almost all the work on ow land ourselves. So, under current law, as heirs, we may have to break 



127 


up the Tree Farm or sell off timber before its time to pay the estate taxes. 

Giving up the Tree Farm that my family has worked for fifty years to create would break 
our hearts. I don’t think it would be good for the public either. If the Tree Farm had to be sold 
or the timber cut before its time, what would happen to the erosion control programs we put in 
place, or the wildlife habitat? Who would make certain that the lands stayed open for our 
neighbors to visit and enjoy? I know that as heirs we would do this. And I hope our children 
will have the same opportunity. 

My father says that too often people just focus on just the costs of estate tax reform and 
not the benefits. I mentioned earlier that most of the 9.9 million forest landowners in this 
country are close to retirement age, or like my father, well past it. Without estate tax reform, 
many of their properties will be broken up into smaller tracts or harvested prematurely. Some 
may no longer be economical to operate as Tree Farms and will perhaps be converted to other 
uses or back into marginal agriculture. Other properties may become too small or generate too 
little cash flow to support the kind of multiple use management we practice on our property. 
Healthy, growing forests with abundant wildlife provide benefits to everybody. Without estate 
tax reform, it will become harder and harder for people like us to remain excellent stewards of 
our family-owned forests. 

Mr. Chairman, last year my father and mother were named the National Outstanding Tree 
Farmers of the Year. Our family was greatly honored to be selected the best fiom over 70,000 
other members of the American Tree Farm System. One of the reasons they were selected was 
because they have been speaking out on behalf of good forestry for almost four decades — at a 
time when it wasn’t always wise to speak out. 

That’s why my father felt it so important as to leave his home in Mississippi and travel to 
Washington last year. And that is why I am here today — to remind the Committee that estate tax 
reform is important to preserve family enterprises like ours. It is also important for healthy 
forests. My father and I planted some more trees not long ago. He knows he will not likely be 
here to see them mature. But he hopes that his grandchildren and great-grandchildren will be 
able to watch those trees grow on the Thigp en Tree Farm — and I know millions of forest 
landowners feel the same way about their own Tree Farms. 

We would applaud estate tax reforms that would make this all possible. 


Thank you. 
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Chairman Archer. Mr. Nelson, if you would identify yourself 
and what group, if any, that you represent for the record, you may 
proceed. 

STATEMENT OF WAYNE NELSON, PRESmENT, COMMUNICAT- 
ING FOR AGRICULTURE, FERGUS FALLS, MINNESOTA 

Mr. Nelson. Certainly, Mr. Chairman. My name is Wayne Nel- 
son. I am a farmer from southwestern South Dakota, and I am the 
president of Communicating for Agriculture, which is an associa- 
tion representing farmers, ranchers, and rural business people in 
all of our 5Q States. 

For years. Communicating for Agriculture has considered estate 
tax reform one of our highest priorities. Heirs wanting to carry on 
family businesses all too often have had to sell land or other assets 
to pay for Federal estate and State inheritance taxes. As a result, 
many long-established farms and small businesses have not been 
passed on to the next generation. 

Mr. Chairman, I farmed with my father until his death in 1993. 
My father thought he had an adequate estate plan, but because of 
a chronic illness that he had, everyone had expected him to die be- 
fore my mother. When my mother died unexpectedly, it negated 
part of his plans to keep the farm operating and lower our estate 
taxes after his death. Consequently, the estate owed a great deal 
more tax than what we had expected. The estate had to sell over 
700 acres in 1993 to pay Federal estate and State inheritance 
taxes. 

As most other farmers, my father had existing debt against this 
land, which meant that more land had to be sold in order to come 
up with enough cash for the estate to pay the estate taxes. In addi- 
tion, I had to go out and borrow further money myself to buy out 
my sister and brother, who were also part of the inheritance. As 
you can see, I am fortunate enough that I can still continue to farm 
in a little smaller manner, but I am one of the lucky ones that can 
do that. 

Mr. Chairman, many farmers and small business people are not 
as lucky, and have had to sell so much of their assets that contin- 
ued operation is impossible. The loss of businesses puts added 
strain on our rural areas that are already suffering from the flight 
of their young people because they cannot find enough work at 
home. 

The average age of farmers today is almost 60 years old. What 
happens when this generation is gone? It seems so unfair for a 
farmer or a small businessperson to work their entire life building 
a business and paying taxes, only to have the operation severely 
downsized, or in some cases even forced out of business, because 
of estate taxes that quickly reach 55 percent. In most areas of the 
country, many medium-sized and even some small farms have eq- 
uity exceeding the $600,000 exemption that is now in the law. 

The old saying, “Fanners live poor and die rich,” speaks to the 
large amount of value that is held in their land. The only way to 
get cash from this asset is to borrow against the land. This lack 
of cash is one reason so many assets of farms and family busi- 
nesses have to be sold to pay the estate taxes. Normally, there is 
little cash available, because it is all concentrated in the business. 
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Congress last made estate tax changes in 1981, creating a tax ex- 
emption for the first $600,000 of an estate’s value. Since then, in- 
flation has eroded the dollar value of this exemption. Estate tax 
planning can help to limit the amount of taxes owed, but the plan- 
ning itself can be very costly and complicated, as well. In ml in- 
stances, the estate tax represents the second or even third time 
these family assets have been taxed. 

My father thought he had a plan that would help, but he did not 
allow for the early death of my mother. Many times, plans are not 
easy to change, even if circumstances warrant that change. This 
added expense of planning diverts money that could be spent on 
capital improvements and more employment for family-owned busi- 
nesses. 

Life insurance is one of the most used planning tools, but it, too, 
can be expensive. One study shows that more planning money is 
spent within our national economy to prevent family businesses 
from being destroyed by estate taxes than is being collected under 
the law. 

Mr. Chairman, we at Communicating for Agriculture urge Con- 
gress to reform the estate tax laws so family farms and businesses 
may survive the death of a principal. Please do not let our govern- 
ment put them out of business following a lifetime of work and 
paying income taxes. Placing their burdensome taxes on their chil- 
dren is contrary to the American tradition which built this country. 
We feel that hard work must be rewarded. 

Thank you very much. 

[The prepared statement follows:] 
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TESTIMONY 


Wayne Nelson, President 
Communicating for Agricuiture 
Committee On Ways & Means 
Aprii 24, 1996 
Estate Tax Reform 

Mr. Chaimian and members of the Committee. Thank you for asking me to testify today about this 
important tax issue. My name is Wayne Nelson and I am President of Communicating for Agriculture, a 
membership association representing farmers, ranchers and rural business people in all SO states. For years, 
Communicating for Agriculture has considered estate tax refonn one of our highest priorities. Heirs wanting 
to carry on family businesses all too often have to sell land or assets to pay for Federal estate and state 
inheritance taxes. As a result, many long*establi$hed farms and small businesses have not been passed on to 
die next generation. 

Mr. Chairman, I am a grain farmer from Winner, South Dakota. 1 fanned with my father until his 
death In 1993. My father thought he had an adequate estate plan but because of a chronic illness, had expected 
to die before my mother . When she died unexpectedly, it negated his estate plan to keep the farm operating 
and lower estate taxes after his death. Consequently, the estate owed a great deal more tax than expected. The 
estate had to sell over 700 acres in 1993 to pay Federal estate and state inheritance taxes. As most other 
farmers, my father had existing debt against his land which meant that more land had to be sold to generate 
enou^ cash before the estate could be settled, adding to die problem. In addition, 1 had to go further in debt 
to buy out my sister and brother's shares of the inheri^nce who are not in farming. As you can see, I am very 
fortunate to be able to continue to farm, even if it is in a more limited manner. 

Many farmers and small business people are not as lucky and have to sell so much of their assets that 
continued operation is impossible. This loss of businesses puts added strain on nual areas already suffering 
the flight of their young people because they can't And work at home. The average age of farmers today is 
almost 60 years. What happens when this generation is gone? It seems so unfair for a farmer or small 
business person to work their entire life building a busmess and paying taxes only to have the operation 
severely downsized or even forced out of business because of estate taxes that quickly reach 55%. In most 
areas of the country, many medium size and even some small farms have equity exceeding the S600,000 
exemption now in the law. 

The old saying - "farmers live poor and die rich” > speaks to the large amount of value that is held 
in the land. The only way to get cash from this asset is borrow against the land. This debt is one reason that 
so many assets of flirms and family businesses have to be sold to pay estate taxes. Normally, there is little cash 
available, it is concentrated in the business. 

Onigress last made estate tax changes in 1981, o'eafing a tax exemption for the first S600,000 of an 
estate’s value. Since then, inflation has eroded the real dollar value of this exemption. Estate tax planning 
can help to limit the amount of taxes owed but the planning itself can be very costly and complicated as well. 
In all instances, die estate tax represents the second or even third time these family assets have been taxed. 
My flither diought he had a plan that would he^) but he did not allow for the early death of my mother. Many 
times, plans are not easy to change even if circumstances warrant change. This added expense of planning 
diverts money that could be spent on ctqittal improvCTnents and more employment for family<owned 
businesses. Life insurance is one of the most used planning tools and it too, is expensive. One study shows 
that mcae planning money is being spent within our national economy to prevent family businesses fixim being 
destroyed by estate tax obligations than is being collected under the law. 

Mr. Chairman . we in Communicating for Agricuiture urge Congress to reform the estate tax laws so 
&mily foms and businesses may survive the death of a {xincipal. Please don’t let our government put them 
out of business following a lifetime of work and paying income taxes. Placing these burdensome taxes on 
their children is contrary to the American tradition which built this country. Hard work must be rewarded. 

Thank you. 
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Chairman Archer. Mr. Nelson, thank you for your comments. I 
am sure you are aware that in the Balanced Budget Act of 1995, 
we significantly improved the provisions relative to the estate tax, 
particularly for family farms and family businesses. Unfortunately, 
the President elected to veto that act when it hit his desk. But we 
have shown our commitment, even if we have to keep this tax sys- 
tem that we have today, to try to improve it in that regard. Amd 
that commitment will continue. 

Mr. Eacho, if you will identify yourself and whatever group you 
might represent, you may proceed. 

STATEMENT OF WILLIAM C. EACHO IH, PRESIDENT AND 
CHIEF EXECUTIVE OFFICER, ATLANTIC FOOD SERVICES, 
INC., MANASSAS, VIRGINIA; AND MEMBER OF THE BOARD OF 
GOVERNORS, FOOD DISTRIBUTORS INTERNATIONAL, FALLS 
CHURCH, VIRGINIA 

Mr. Eacho. Thank you, Mr. Chairman. Good afternoon. I am 
William C. Eacho III. I am a member of the board of governors of 
Food Distributors International, and I am president and chief exec- 
utive officer of Atlantic Food Services, Inc., the largest privately 
owned distributor of food service products in the mid-Atlantic re- 
gion. We are based in Manassas, Virginia. 

At the request of the Committee, I will limit my testimony to a 
few short minutes. Food Distributors International has provided 
the Committee with my written comments, which we would like to 
appear in the official record of this hearing. 

Mr. Chairman, I am very pleased to have this opportunity to ap- 
pear before you today to discuss an issue that is very near and 
dear to my heart, one which has long been of significance to the 
food distribution industry, and that is Federal estate taxes. 

I commend you for holding these hearings and for including a 
panel on the estate tax issue early in the process. In my opinion, 
no tax reform initiative can meet the objectives of simplification, 
lowering the cost of capital, increasing savings and investment, and 
instilling fairness in the Tax Code, without addressing what I con- 
sider to be the cruelest Federal tax, the estate tax. 

The Federal estate tax must be repealed, for the reasons stated 
in my testimony, as part of any sweeping tax reform effort. My 
company, founded 80 years ago by my grandfather, has been family 
owned for three generations. Indeed, two previous generations were 
in the food business in a different company. 

Stsirting off as a seafood stand on the District of Columbia water- 
front, we have grown to become a broad-line distributor offering 
over 10,000 products, employing over 300 associates, with revenues 
over $150 million. We hope to keep the business family owned for 
generations to come. However, the current Federal estate tax is a 
serious threat to that continuity of ownership, not only for my com- 
pany and the food distribution industry, but for thousands of other 
companies throughout all industries. 

Our company has grown and developed in recent years to a level 
at which our future may he in jeopardy if changes in the estate tax 
provisions of the IRS Code are not adopted. Should my wife and 
I, for example, meet an untimely death, my heirs would have to 
sell the business to pay the estate taxes. 
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To mitigate this risk through the purchase of insurance is cost 
prohibitive. The traditions and culture that we have worked so 
hard to build would be lost. Lacking sufficient liquid assets to pay 
the estate tax leaves my business and others like it vulnerable to 
being bought out by a much larger multibillion-dollar, publicly 
owned competitor, ^^en that happens, jobs are lost and lives are 
forever changed. 

Many family-owned businesses are a fixture of their community. 
In relinquishing control of the local business to a large and often 
remotely managed corporation, the community loses a valuable 
ally. Fortune 500 companies are by no means the enemy; however, 
we must recomize that businesses owned and operated by mem- 
bers of a local community are far more likely to become involved 
in the betterment of that community. 

Family-owned businesses are our Nation’s leading source of inno- 
vation and economic growth. They comprise 99 percent of the com- 
panies in the private sector, 60 percent of all working Americans, 
50 percent of the gross domestic product, and 30 percent of U.S. ex- 
ports. These businesses are responsible for employing nearly one- 
half of all American workers, and they are where two-thirds of all 
new American jobs are currently being created. 

In today’s ever-increasing global marketplace, the pressures on 
businesses to remain competitive are enormous. The estate tax only 
further compounds these pressures. Moreover, the most recent sta- 
tistics show that revenue raised by the estate and gift tax is only 
nominal. For a tax that raises a nominal amount of revenue for the 
government, the costs are great: Lost jobs, stifling of work and in- 
vestment, damage to communities and family livelihoods, and dev- 
astation for the heirs of a family run business who are left with 
this huge tax burden. 

Unfortunately, there is a m 3 d;h that estate taxes affect only the 
wealthy. Well, I can tell you, the heads of family-owned food dis- 
tribution companies are not all wealthy individuals; nor are our 
customers, the restaurant owners, or the owners of grocery stores. 
In fact, the profit margin for distributors, full-service restaurants, 
and food retailers, is extremely low, amounting to a few pennies on 
the dollar. Most small businesses depend on the reinvestment of 
profits. Therefore, the majority of these operations are simply not 
liquid enough to pay this burdensome estate tax. 

The estate tax is a tax on capital, penalizing the accumulation 
of savings and wealth that is necessary for capital formation and 
business growth. Therefore, it acts as a disincentive to save and in- 
vest. Individuals have the incentive to dispose of their wealth 
through any number of personal consumptions, rather than to be 
forced to pay Uncle Sam. 

I take great pride in the thriving enterprise that we have created 
at Atlantic, and in the culture and values that drive us to greater 
success. It is very discouraging to know that my business would be 
unlikely to survive me. If my goals in life were to amass a great 
fortune or to live like a king, I would sell my business, I would 
have sold it a long time ago, to enjoy the proceeds. But what drives 
an entrepreneur is his vision of the enterprise and what the enter- 
prise can become. It is the reward that comes from creating fulfill- 
ing jobs for the people that you work with. 
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It is disheartening to know that so many of these jobs would be 
lost if I died unexpectedly and had not planned accordingly. Frank- 
ly, the planning is simply cost-prohibitive at this point. I have pur- 
chased — I am digressing a little bit here, but I have purchased life 
insurance, for example; but the amount of life insurance that would 
be necessary to pay the estate taxes would consume my entire sal- 
ary, practic^ly. It is absurd to think of it. 

I appreciate the fact that the Ways and Means Committee has 
devoted a panel within this hearing on tax reform to address the 
impact that estate taxes have on family-owned businesses. Addi- 
tionally, I would like to commend Representatives Jim McCrery, 
Jennifer Dunn, Bill Brewster, Wally Merger, Lewis Payne, Jim 
Banning, and others in the U.S. House of Representatives for their 
support of H.R. 2190, the Family Business Protection Act of 1995, 
which would increase the estate tax exemption and lower the es- 
tate tax rate. 

We also appreciate the earlier testimony today of Chairwoman 
Meyers, where she, too, recognized the need to eliminate estate 
taxes. In fact, bipartisan support for estate tax relief was so strong, 
it was included in the conference report on the Balanced Budget 
Act. 

The food distribution industry believes that this is a positive first 
step toward addressing a problem that has been permitted to go 
unanswered for far too long, and would like to see some form of es- 
tate tax relief enacted during this session of Congress. However, 
the ultimate goal of our industry is for the elimination of estate 
taxes, which we hope will occur under tax reform. 

Elimination of estate taxes will allow family-owned businesses 
the opportunity to invest in their future and expand with an eye 
tow£U-d the next century. Our heirs should not be forced to forfeit 
to the government the businesses we have worked a lifetime to 
build. Instead, they should have the opportunity to continue to 
grow into the next generation, providing meaningful employment 
and cultivating future growth for our local communities and the 
Nation’s economy. 

The American people rely on Atlantic Food Services and the 
other 260-plus members of Food Distributors International, and the 
hundreds of thousands of family-owned grocery and convenience 
stores and restaurants across the countiy that we supply, for the 
food they eat every day. Please join us in ensuring that the spirit 
of free enterprise and the incentives to own and build a business 
will be strengthened for future generations. It is un-American and 
immoral to punish success. Therefore, I ask you and your col- 
leagues in Congress to abolish the estate tax once and for ^1. 

'fiiank you for inviting me today. I look forward to answering 
your questions. 

[’The prepajred statement follows:] 
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TESTIMONY OF WILLIAM C. EACHO, HI 

BOARD OF GOVERNORS 
FOOD DISTRIBUTORS INTERNATIONAL* 

PRESIDENT AND CHIEF EXECUTIVE OFHCER 
ATLANTIC FOOD SERVICES, INC.^ 


BEFORE THE HOUSE COMMITTEE ON WAYS AND MEANS 
APRIL 24, 1996 


Introduction 

Good morning, Mr. Chairman and members of the Committee. 1 am William C. 
Eacho, III, member of the Board of Governors of Food Distributors International, and 
President and Chief Executive Officer of Atlantic Food Services, Inc. 1 am very pleased to 
have the opportunity to appear before you today to discuss an issue that is very near and dear 
to my heart, and one which has long been of significance to the food distribution industry — 
federal estate taxes. 

I commend you, Mr. Chairman, for holding these hearings, and including a panel on 
the estate tax issue early on in the process. In my opinion, no tax reform initiative can meet 
the objectives of simplification, lowering the cost of capital, increasing savings and 
investment, and instilling fairness in the tax code without addressing the cruelest federal 
tax -- the federal estate tax. The federal estate tax should be repealed, for reasons stated in 
my testimony, as part of any sweeping tax reform effort. Short of "tax reform,’’ the system 
should be substantially modified from its current form. 

By way of background. Food Distributors International, the umbrella name for the 
National-American Wholesale Grocers’ Association — and its foodservice partner 
organization, the International Foodservice Distributors Association (IFDA) - is an 
international trade association comprised of food distribution companies which primarily 
supply and service independent grocers and foodservice operators throughout the United 
States, Canada and more than 20 other countries. Food Distributors International’s 265 
member companies operate over 900 distribution centers with a combined annual sales 
volume of $126 billion. NAWGA members employ a work force of over 350,000 and in 
combination with their independently-owned customer firms, provide employment for several 
million people. IFDA represents member firms that annually sell over $33 billion in food 
and related products to restaurants, hospitals, and other institutional foodservice operations. 


Vood Distributors International 
201 Park Washington Court 
Falls Church, Virginia 22046 
(703) 532-9400 

^Atlantic Food Services, Inc. 
13000 Livingston Road 
Manassas, VA 22110 
(703) 631-6300 
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Background on Atlantic Food Services. Inc. 

Atlantic Food Services, Inc., is the largest privately-owned distributor of foodservice 
products in the mid-Atlantic region. Our company, founded eighty years ago by my 
grandfather, has been family-owned for three generations. Starting off as a seafood stand on 
the Washington, D.C. waterfront, we have grown to become a broadline distributor offering 
over 10,000 products, employing over 300 associates, with revenues over $150 million. We 
hope to keep the business family-owned for generations to come. However, there is a 
serious threat to that continuity of ownership ~ not only for my company and the food 
distribution industry, but for thousands of companies throughout all industries. That threat is 
known as estate taxes - or more aptly put - death taxes. 

Mr. Chairman, my company has repeatedly been recognized for excellence and 
innovation in our industry. In 1989, Atlantic was selected the “Innovator of the Year" by ID 
Magazine, a national publication for the foodservice distribution industry. In 1994, Atlantic 
received the "Great Distributor Organization" award from the same publication. Long 
recognized as an industry innovator, we have continued to introduce change through 
development of new technologies, marketing strategies, and constant improvements of our 
systems. Our greatest strength, without a doubt, flows from our people. 

The corporate culture we have developed at Atlantic has contributed significantly to 
the leadership position we currently hold in our industry. Our associates are highly 
motivated and entrepreneurial. Each day, these associates see the many benefits of working 
for a family-owned company, and work hard to ensure our success. We care about our 
people and invest in their development. From professional training to family counseling, we 
constantly look for ways to help them improve and achieve their goals. Recently, we have 
seen many top performers from our larger public-owned competitors join our company 
seeking the type of culture that a family-owned business offers. From sales and 
transponation associates to executives, we continue to attract the top talent in our industry. 
Our people feel like members of a broader family -- one we call Team Atlantic - and share 
feelings of job security and dedication, which are uncommon in many companies today. 

All of this could change in an instant. Our company has grown and developed in 
recent years to a level at which our future may be in jeopardy if changes in the estate tax 
provisions of the Internal Revenue Service Code are not adopted. Not too long ago, when 
we were smaller and the value of the business was a few million dollars at best, we could 
afford to buy life insurance to pay estate taxes. Indeed, I have a couple of million dollars of 
life insurance for that purpose, and fortunately I am young enough that such insurance is 
affordable. Yet more recently, t^ market value of our business has grown dramatically, to 
such a level that, should I meet an untimely death, my wife would have to sell the business 
just to pay the estate taxes. To mitigate this risk through the purchase of insurance would be 
cost prohibitive. The traditions and culture that we have worked so hard to build would be 
lost. 

The Need for E-state Tax Reform 

Lacking sufficient liquid assets to pay the estate tax leaves my business and others 
vulnerable to being bought out by a much larger, multi-billion dollar competitor. When that 
happens, jobs are lost and lives are forever changed. Many family-owned businesses are a 
fixture of their community. The dissolution of family-owned and operated farms and small 
businesses impact the community at large. In relinquishing control of the local businesses to 
large and often remotely-managed corporations, the community loses a valuable ally. 

Fortune 500 companies are by no means the enemy. However, it should be noted that 
businesses owned and operat^ by members of the local community are more likely to 
become involved in the betterment of that community. 
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Small businesses - which are family-owned for the most part — comprise 99 percent 
of the private sector, 60 percent of all working Americans, 50 percent of gross domestic 
product, and 30 percent of U.S. exports. Again, these small businesses are responsible for 
employing nearly one-half of all American workers, and they are where two-thirds of all new 
American jobs are currently being created. As a result, a tax that discourages the livelihood 
of family-owned business in essence undercuts American competitiveness and job growth. In 
today's ever increasing global marketplace, the pressures on businesses to remain competitive 
are enormous. The estate tax only further compounds these pressures. 

It is estimated that within the next two decades, over $6 trillion in wealth will be 
transferred to the next generation.’ Recently, it was predicted by the Coleman Foundation 
Chair of Entrepreneurship at St. Louis University, that during the next decade, $1 trillion in 
small family businesses will pass to the next generation. Research shows that less than two- 
thirds of the family businesses succeeded into the next generation, and less than 15 percent 
make it into the third generation. 

In 1993, a comprehensive study sponsored by the Small Business Council of America 
and National Life of Vermont found that the major reason cited for small business failures 
was lack of adequate capital — following the death or retirement of the principal owner. 

Lack of capital (primarily needed to pay estate taxes) has been cited as the largest obstacle to 
passing on the family business in over 70 pereent of the failed businesses following the death 
of the owner. 

Privately-held, independent businesses are the backbone of our free enterprise system. 
We are our nation's leading source of innovation and economic growth, as the statistics cited 
earlier demonstrate. Moreover, most recent statistics show that the revenue raised by the 
estate and gift tax is only nominal. In 1995, the U.S. Government collected approximately 
$15 billion in transfer taxes, representing just over 1 percent of total federal revenue. A 
June 2, 1994, study of the Tax Foundation concluded that estate tax laws can have roughly 
the same disincentive effects on entrepreneurial activity as a doubling of income tax rates. 

For a tax that raises a nominal amount of revenue for the government, the costs are 
great - lost jobs, stifling of work and investment, damage to communities and family 
livelihoods, and devastation for the heirs of a family-run business who are left with this huge 
tax burden. 

According to a recent Gallup Poll, one-third of all small-business owners will have to 
sell outright or liquidate a part of their firm to pay estate taxes. Of those who have to 
liquidate to pay the Internal Revenue Service, half expect they will have to eliminate 30 or 
more jobs. Another 20 percent of those firms put the number of employees they will have to 
let go as high as KX) or more. 

Impact of the Estate Tax on Small Businesses 

Mr. Chairman, the food distribution industry has a long-standing record supporting 
the elimination of federal estate taxes. Roughly 25 percent of Food Distributors 
International's members are family-owned and operated. They provide employment for over 
22,000 people, and have a combined annual sales volume of over $7.5 billion. However, all 
of the member companies of Food Distributors International supply food and related products 
to family-owned "Mom and Pop" food stores, independent food retailers, grocery and 
convenience stores, and restaurants. 


^Forbes (December 1993) at p. 140 
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Unfortunately, there is a myth that estate taxes affect only the wealthy. Well, let me 
tell you, the heads of family-owned food distribution companies are not all wealthy 
individuals. Nor are the restaurant owners or food store owners. In fact, in 1994, profits 
before tax as a percent of sales for foodservice distributors was a mere 1 .4 percent - the 
highest level since 1987. This measure for wholesale grocers was 1.6 percent.' The median 
pre-tax income for full service restaurants was 3.1 percent of total sales in 1994,* and the 
net profit after tax for food retailers between April 1994 and March 1995 was 1.14 percent.' 

Most small businesses depend on the reinvestment of profits. Therefore, the majority 
of these operations are not liquid enough to pay this burdensome estate tax. The high 
income tax rates, which partially account for the low profit margin, coupled with a steep 
graduated estate tax rate up to 55 percent, effectively make the Government a 50-50 partner 
in a family business. 

ODtion.s for Small Businesses 

The looming reality of the estate tax can affect the present day planning of the 
business. Business owners may decide that they do not want to invest their capital in an 
entity that will soon be liquidated. Moreover, if small businesses need to borrow capital, in 
order to meet operating demands or expand, lenders often inquire about succession plans - 
for they are aware of the risks to continuing operation of the business that could arise 
following the death of an owner. Often they require high rates to take the risk, or added 
security, raising the cost for a business. Armed with this knowledge, the business owner 
may discourage his or her children from participating in the business. 

Even if the business owner opts to pass the business to his own family members, the 
gamble is great. The business owner who undertakes the prudent planning for his or her 
own death may drain their limited profits on estate planning costs. Unfortunately, even the 
best laid plans will not alleviate the burden on heirs, who will have to struggle to survive 
under the debt of the estate tax. 

The Disincentive Effects of the Estate Tax 

The estate tax is a tax on capital, penalizing the accumulation of savings and wealth 
that is necessary for capital formation and business growth. Therefore, it acts as a 
disincentive to save and invest. Individuals have die incentive to dispose of their wealth 
through any number of personal consumptions rather than be forced to pay Uncle Sam. Such 
behavior has a dramatic impact on our low national savings rate. 

Not only does the estate tax discourage saving, it also has the effect of discouraging 
hard work. The old American adage that hard work will be rewarded is deflated by the 
prospects of the federal government sweeping up more than half of the estate’s value. As a 
result, the tax can act as a deterrent for those most likely to pursue entrepreneurial activities, 
that in turn create new jobs for others. Accordingly, any plan to alter the current federal tax 
system to increase savings and investment must include repeal of this burdensome tax to be 
effective. 


^1995 Distributor Productivity Financial Report 
Falls Church, VA: NAWGA/IFDA (Food Distributors International), 1995 

^Annual Operations Ratio Survey 
Washington, DC: National Restaurant Association. 1995 

^Annual Financial Revievi' 

Washington, DC: Food Marketing Institute, 1995 
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1 take great pride in the thriving enterprise we have created at Atlantic, and in the 
culture and values that drive us to greater success. It is very discouraging to know that my 
business would be unlikely to survive me. If my goals in life were to amass a great fortune 
or to live like a king, I would have sold my business to enjoy the proceeds a long time ago. 
But what drives an entrepreneur is his or her vision of the enterprise, and the reward comes 
from creating fulfilling jobs. It is disheartening to know that so many of these jobs would be 
lost if 1 died. 

What Others in Our Industry Have to Sav 

In preparation for testifying before this committee, I communicated with various 
family-owned business leaders within the food distribution industry about estate taxes. I 
received from a foodservice distributor a letter particularly relevant to this debate. 

Following is the text of that letter: 

This memo is an update on both (he status of ~ and the futility associated with the exercise of 
estate and management succession planning. This is an exercise which consumes a fair amount 
of time, and resources, in order to satisfy constantly changing compliance requirements. 

Before we take up the subject of estate planning and taxation, some company background is 
necessary to gain an appreciation of our business, and our family circumstances. 

Our company is a small foodservice distribution company and we employ 98 people. The 
company is profitable, and we are growing our business. In order to finance the growth of our 
business, our family reinvests all of the after-tax profits in facilities, equipment, and woricing 
capital. During the past two years, we have more than doubled the volume of our business; 
however, in order to accomplish this growth, we invested approxinoately $3. 8 million of additional 
capiul to sustain the growth of the business. In the process of growing our business, we added 
56 full-time employees to our payroll. 

In addition, I am limiting my compensation in order to support the growth of the business. I am 
the highest paid employee, and my total annual compensation is limited to $100,000. Clearly, our 
motivation is to grow our business through reinvested earnings. Our motivation is more than self- 
serving. If we do not grow our business, we do not survive in our competitive marketplace. 

As you know, I have an illness that mandates constant planning for both the managerial succession 
of our business, and the financial security of my family after my death. Our planning is focused 
on keeping our business independent, and permitting my four children to obtain their education, 
and giving my wife the ability to enjoy a financially secure future. 

I find the entire estate planning process to be a lime consuming and non productive process, which 
is also very expensive. Changes in the tax code, or the rulings associated with the code, require 
changes in estate planning. 

Since we are organized as a subchapter S corporation under the tax code, we have already paid 
substantial federal and state taxes on the income produced by our corporation. At current federal 
and state tax rates, we reinvest approximately 58% of the corporation’s income. Upon my 

death, federal and state estate taxes on the proceeds of the sale of my stock in the corporation 
further reduce (he value to approximately 24% of the value of the stock. 

The entire income and estate tax structure is a terrible financial burden, and a frustrating 
disincentive to the social and economic objectives of the nation. Creation of jobs and generation 
of revenue are cited as (he primary motivations in the fm enterprise system. Yet, the tax code 
seems to deliberately frustrate those moliv»tions. 

If you have any questions, please call me. Regards. 

Conclusion 

Again, I appreciate the fact that the Ways and Means Committee has devoted a panel, 
within this hearing on tax reform, to address the impact that estate taxes have on fomily- 
owned businesses. Additionally, 1 would like to commend Congressmen Jim McCrery, Bill 
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Brewster, Wally Merger, Lewis Payne, Jim Bunning, Congresswoman Jennifer Dunn, and 
others in the U.S. House of Representatives for their support of H.R.2190 — the Family 
Business Protection Act of 1995 — which would increase the estate tax exemption and lower 
the estate tax rate. In fact, bipartisan support for estate tax relief was so strong that it was 
included in the conference report on the Balanced Budget Act. 

The food distribution industry believes that this is a positive first-step toward 
addressing a problem that has been permitted to go unanswered for far too long, and would 
like to see some form of estate tax relief enacted during this session of Congress. However, 
the ultimate goal of the food distribution industry is for the elimination of estate taxes, which 
we hope will occur under tax reform. Elimination of estate taxes will allow family-owned 
businesses the opportunity to invest in their future and expand with an eye toward the next 
century. 

Our heirs should not be forced to forfeit to the government the businesses we have 
worked a lifetime to build. Instead, they should have the opportunity to continue to grow 
into the next generation, providing meaningful employment and cultivating future growth for 
our local communities and the Nation’s economy. The American people rely on Atlantic 
Food Services and the other 260 -t- members of Food Distributors International, and the 
hundreds of thousands of family-owned grocery and convenience stores, and restaurants 
across the country that we supply, for the food that they eat everyday. 

Please join the food distribution industry in ensuring that the spirit of free enterprise 
and the incentives to own and build a business will be strengthened for future generations. It 
is un-American and immoral to punish success. Therefore, 1 ask you and your colleagues in 
Congress to abolish the estate tax once and for all. 

Thank you for inviting me. I look forward to answering your questions. 
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Chairman ARCHER. Thank you, Mr. Eacho. 

And our last witness of this panel is Mr. Apolinsky. And if you 
will identify yourself and whatever group you might be represent- 
ing today, you may proceed. 

STATEMENT OF HAROLD 1. APOLINSKY, SIROTE & PERMUTT, 

P.C., BIRMINGHAM, ALABAMA; AND VICE PRESIDENT, LEGIS- 
LATION, SMALL BUSINESS COUNCIL OF AMERICA 

Mr. Apolinsky. Thank you, Mr. Chairman. I am Harold 
Apolinsky. I am an estate tax lawyer from Birmingham, Alabama, 
with the firm of Sirote & Permutt. I am here on behalf of the Small 
Business Council of America. And I feel privileged, not only to be 
before you in this wonderful room, but to be on this distinguished 
p 2 uiel. I have never before heard such eloquent arguments from 
bright, hard-working people for repeal of the estate taxes. 

I am the guy that Jim Martin said is sort of the nutty estate tax 
lawyer who has been doing it for 30 years, and teaching estate 
planning at both the University of Alabama School of Law and 
Cumberland School of law for 20 years. I teach as a hobby. It also 
helps me recruit the brightest in the class to come to work for my 
100-lawyer firm. But this panel has just made, to my way of think- 
ing, marvelous and telling arguments. 

In my few minutes, I want to share with you a little bit about 
the Small Business Council, about your overall objective of tax im- 
provement, and then finish up with a little footnote on the estate 
and gift tax, particularly. 

The Small Business Council of America — I am proud to have 
been their chairman. I am now vice president of legislation. It is 
a unique organization. We have 20,000 family business, small busi- 
ness entrepreneurs, startup. But we also have a number of tax law- 
yer members, and our board consists of 35 tax lawyers. 

Last May, after a IV 2 hour debate, we voted, without dissent, to 
urge the complete repeal of the estate, gift, and generation-skip- 
ping taxes. Certainly, it scares me. It scares me when I hear 
former Congressman Sarasin’s reference to $10,000 to $250,000 
fees that we earn for estate planning, to think about, “Well, what 
is my practice going to be when that is not there any longer?” I 
have quantified that over a 3-year period, something like $12V2 bil- 
lion is being spent on estate planning. 

But I come back, just like my board did, to the concept that re- 
peal is so great for family businesses, family farms, and families. 
That is what we have to focus on: What is best for our clients, not 
what may be best for our practice. 

Another thing that would be best for our clients is what you are 
focusing on now: The overall remodeling, simplification of the tax 
laws. As you know, since 1981, there have been 11 major tax law 
changes, which is sort of remarkable in a 15-year period. These 
laws have changed some 9,500 Code subsections. 

I started an organization in 1982 called the American College of 
Tax Counsel. Membership is now over 600 senior tax lawyers, 
those practicing 15 years or longer. We publish The American Jour- 
nal of Tax Policy. I had the stjdf early on begin to count code sub- 
sections. It is just startling to me the number of code subsections. 
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I contrast it in my mind to what life was like under Wilbur Mills. 
He insisted that there be 15 years between major tax changes; The 
1939 Code, the 1954 Code, the 1969 law. I have come to the conclu- 
sion that probably Fanny Foxe had more of an adverse effect on the 
Tax Code than any other single individual. [Laughter.] 

Well, this tremendous change, constant change, has been won- 
derful for my business. I have educated three of the most glorious 
children a father and mother could possibly have, explaining these 
changes. But small businesses, for sure, family businesses who can- 
not employ large tax staffs internally are overwhelmed. 

I know several of you — and I am impressed — do your own tax re- 
turns. I do not. Twenty years ago, the IRS announced a special pro- 
gram to indict and imprison lawyers whose tax returns were incor- 
rect. Now, I know some businessmen would applaud that as a good 
thing for the country. My return was OK, but that scared the devil 
out of me. I employed an accountant 20 years ago to do my tax re- 
turn. I would love a system that would be simple, where we all 
could go back to doing our return or no returns were necessary. 

I think the whole system would have collapsed, but for two large 
computers in this country that are programmed to do tax returns. 

I think CCH owns one, and H&R Block. 

I think that we must have a change to get back to simplicity. The 
1986 law was supposed to be fairness, growth, and simplicity, and 
as you said this morning, it did not work. I urge three steps. One 
step: pension simplification. Paula Calimafde, the chair of our 
Small Business Council of America, is a much more knowledgeable 
pension lawyer than I am. She has and will share some thoughts 
with you. 

It seems like almost everyone agrees to the proposed pension 
changes. The pension system has stalled in this country. My clients 
want to shut their plans down because of legal fees and complexity. 
This would help restart it. 

The second step would be to repeal the estate and gift tax, for 
all the arguments everyone has made. How deadly this tax is. 

The third would be this overall change of the system, because 
that is the permanent cure to keeping the estate tax repealed. If 
we get rid of it, we have got to keep it out by this overall change 
in the system. 

I have given some examples of the harm to families, jobs, and 
communities from death taxes. These were actual client examples 
of major clients having been sold. Also, one client spending so 
much money for life insurance, he has quit expanding. 

I hope we will simply follow the example of Australia. Australia 
repealed the estate tax in 1977 completely, because they felt death 
taxes were an inhibitor on the growth of family farms, family busi- 
nesses, and family capital. They wanted larger farms, larger busi- 
nesses. They wanted more jobs. It seems to me, more jobs just help 
so very many. I hope, because it is a death tax, we would simply 
huriy with repeal. People die unexpectedly and the problem hits. 

Thanks so much for the opportunity to share some thoughts with 
you. 

[The prepared statement and attachments follow:] 



142 


STATEMENT OF HAROLD I. APOUNSKY ON BEHALF OF 
THE SMALL BUSINESS COUNCIL OF AMERICA 

BEFORE THE COMMITTEE WAYS AND MEANS 


IMPACT ON SMALL BUSINESS OF REPLACING THE FEDERAL INCOME TAX 
(FOCUS ON REPEALING ESTATE AND GIFT TAXES) 

April 24, 1996 

Mr. Chairman and Members of the Committee, I am Harold I. Apolinsky, Past 
Chair of the Small Business Council of America (SBCA) and currently Vice President - 
Legislation. I am also a practicing tax attorney (over 30 years) who specializes in estate 
planning and probate. For also 20 years, I have taught estate planning and estate, gift and 
generation-skipping taxation as my avocation to law school seniors at both the University of 
Alabama School of Law in Tuscaloosa, Alabama and the Cumberland School of Law in 
Birmingham, Alabama. I am here to present our views on replacing estate, gift and generation- 
skipping taxes. 

SBCA is a national nonprofit organization which represents the interests of 
privately-held and family-owned businesses on federal tax, health care and employee benefit 
matters. The SBCA, through its members, represents well over 20,000 enterprises in retail, 
manufacturing and service industries, which enterprises represent or sponsor over two hundred 
thousand qualified retirement and welfare plans, and employ over 1,5(X),0(X) employees. 

The time has come for Congress to simplify our tax system. As a first step, 
replacing the estate, gift and generation-skipping taxes would save and strengthen family 
businesses and family farms and save jobs. Many are at risk today. 


Since 1981, there have been 11 major tax laws changing 9,455 Internal Revenue 
Code subsections. 


NO. OF CODE 
SUBSECTIONS CHANGED 


1981 - Economic Recovery Tax Act (ERTA) 483 

1982- Tax Equity and Fiscal 

Responsibility Act (TEFRA) 530 

1984-Deftcit Reduction Act (DEFRA) 2,245 

1984-Retirement Equity Act (REACT) 44 

1986- Intemal Revenue Code (FGSA) 2,704 

1987- Omnibus Budget Reconciliation Act (OBRA) 231 

1988- Technical and Miscellaneous 

Revenue Act (TAMRA) 1,588 

1989- Omnibus Budget Reconciliation Act 462 

1990- Omnibus Budget Reconciliation Act (OBRA) 300 

1993- Revenue Reconciliation Act 784 

1994- General Agreement on Tariffs 

and Trade (GATT) 84 

(Total changes in 13 years) 9.455 


1913: income tax law was 14 pages. 

1954; 984 pages. 

1985: 3,979 pages. 

1992: 8,6(X) pages. 

Commerce Clearing House published its first volume of 400 
pages in 1913. It currently publishes 22 volumes of its 
tax service containing almost 40,000 pages. 


(1939 Code + 15 years = 1954 Code + 15 years = 1969 law) 
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Understanding these changes plus intelligent tax planning has become impossible 
for owners of small businesses, entrepreneurs, and start-up companies. A simple tax system 
would allow them to focus their fmancial resources and energies on competition and growth and 
jobs. 

The most devastating and harmful tax the successful business and farm owners 
face is the estate tax. 

An estate tax is due nine months after death. It is imposed on the transfer to 
children or other heirs of the taxable estate of every decedent who is a citizen or resident of the 
United States ($600,000 of assets are exempt). The graduated estate tax rates begin effectively 
.tt 37% and increase to a maximum rate of 55% (see Exhibit "A" for how the tax is calculated). 
Taxes on bequests to spouses may be deferred until the last-to-die of husband and wife. 

A gift tax is levied on taxable gifts (excluding $10,000 per donee per year) as a 
back-stop to the estate taxes. The graduate rates are the same. Taxable gifts are added at death 
in the estate tax return to determine total transfers to children and other heirs, both during life 
and at death. (The $600,000 exempt amount may be used during life for gifts or at death.) 

An extra, flat 55% generation-skipping tax is imposed on gifts or bequests to 
grandchildren ($1 ,000,000 is exempt). 

The 1995 White House Conference on Small Business recommended as its 4th of 
60 priorities eliminating estate and gift taxes. 

1. Only 30% of family business make it through the second generation. 
Seventy percent (70%) do not. Only 13% madce it through the third generation. Eighty-Seven 
t87%) do not. The primary cause of the demise of family businesses, after the death of the 
founder and the founder's spouse, is the 55% estate tax. It is hard for the successful business 
to afford enough life insurance. (Premiums are not deductible and deplete working capital.) 

2. A recent study by Prince and Associates (research company) for National 
Life of Vermont reviewed the history of 749 family businesses which failed within three years 
after the death of the founder. The Prince study reinforced and supported the conclusion of the 
deadly effect of estate taxes. The businesses could not continue as a result of the tax drain on 
working capital needed to effectively compete and cover errors in judgment made by new and 
younger management, fobs were lost in the communities. 

3. The estate and gift tax took its present form primarily in the early 30’s. 
Tae express purpose was to "break-up family wealth". Is this consistent with a free enterprise 
economic system and a very competitive world economy? 

4. In 1994, the estate, gift and generation-skipping taxes accounted for only 
1.2% of revenue. If you factor the significant expense in collecting these taxes, the income tax 
when assets are sold, and income taxes from jr^s saved and provided, the repeal would be 
revenue neutral or revenue positive. 

5. The transfer tax provisions represent 82 pages of the Internal Revenue 
Code and 289 pages of Regulations issued by the Internal Revenue. The transfer tax system 
forces many estates, the Internal Revenue Service, and the Department of Justice to expend 
funds in court. The number of transfer tax cases now total over 10,000 representing over 
13,000 pages of the Commerce Clearing House Tax Publication. Litigation consumes, in legal, 
accounting, and appraisal fees, approximately $100,000 per case. 

6. Independent analyses reveal that, were these transfer taxes repealed, the 
Nation’s GDP level of employment and capital formations would increase substantially. 
According to one study, repealing these taxes would increase GDP from 1993 to the year 2000 
by over $79 billion, create 228,000 new jobs and increase capital by $639 billion. (Fiscal 
Associates, Inc. - Federal Transfer Taxation: A Study in Social Costl . 
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7. Combined income and estate taxes frequently consume 75% or better of 
retirement plan accounts at death. (Exhibit B). 

8. Combined income and estate taxes often consume more than 80% of a 
family’s resources. A very few of our most wealthy citizens have elected to give up their 
citizenship, become citizens of foreign countries, and avoid the 55 % transfer taxes. The cover 
story of Forbes . November 21, 1994, was devoted to "Expatriation - As the Ultimate Estate 
Planning Technique. " What a loss of available capital! These are the people who give the most 
to charity and have the resources to seed new businesses. 

This should be a wake-up call that this tax is no longer appropriate. We have the 
highest transfer taxes in the world. Congress should step back, study the issue, and then repeal 
these taxes to promote jobs and the growth of family capital. 

9. Attached are the facing page and conclusion of a 1995 study of the estate 
tax impact on family business by the Family Enterprise Center, Marietta, Georgia. Their 
conclusion is chilling. 


10. Australia repealed their estate and gift tax laws in 1977. It was felt 
that these transfer taxes were an inhihitor on the growth of family husinesses. The 
legislative body of Australia sought more jobs which they believed would come if family 
businesses grew larger and were not caused to be sold, downsized, or liquidated at the 
death of the founder to pay estate taxes. 

11. It is estimated that individuals spend over $12.5 billion in legal and 
accounting fees alone for estate planning over a three year period. 

12. It is contrary to the best interest of my tax practice, my teaching, and my 
firm (we have 8 out of 1(X) lawyers doing estate plarming, admirristratioo and probate) to urge 
repeal of these transfer taxes. It is the tight thing to do to help grow tiunily businesses, farms, 
and capital provide jobs and investment and encourage the entrepreneurial spirit needed for small 
businesses to become large businesses and family businesses of all sizes and family capital to 
survive death. 


13. H.R. 784 was introduced by Representative Christc^er Cox of Newport 
Beach, California on February 1, 1995 to repeal these taxes with 20 co-sponsors. As of March 
19, 1996, there were 94 Co-Sponsors. A listing of co-sponsors is attached. H.R. 1039, 
introduced by Representative Philip Crane of Illinois on February 24, 1995, has 8 Co- 
Sponsors. 

14. Senate bill 628 was introduced on March 27, 1995 to repeal these taxes 
by Senators. Jon Kyi of Arizona and Jessie Helms of North Carolina. As of March 19, 1996, 
there were 8 Co-Sponsors. A listing of co-^ronsors is attached. 

1 5 . Examples from my practice of the negative impact of estate tax on families 
and jobs are attached as Exhibits "C, "D", ”E" and "F". 
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A REPORT ON THE 

IMPACT 

OF THE FEDERAL 
ESTATE TAX: 
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Prepared By. Joseph H. Astrachan and Craig E. Aronoff 

Family Enterprise Center 
Coles School of Business 
Kennesaw State College 
Marietta, G^rgia 
July 24, 1995 
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CONCLUSION 

Family-owned and small businesses throughout our history have helped the 
country grow and prosper. The close ties which exist between members of these 
organizations and their relationship to the larger community around them have 
helped build self-sufficiency and have provided important moral role models and 
local leaders. 

In the last decade small businesses like these have accounted for nearly half of 
this nation’s GDP. Indeed, most of our new job creation is attributable to their 
efforts. 

Yet we have made the accumulation of capital essential for long term, 
generational business operations increasingly difficult by this counterproductive 
tax. Our estate tax laws is preventing, or significantly hindering, all families, 
including minorities, from gathering and keeping the wealth necessary for the 
continuance of these important institutions. We are damaging our nation’s ability 
to create new jobs, new opportunities and new wealth. The results of the surveys 
are a tragic commentary on a national policy directed at redistribution rather than 
at the development of economic strength. 

A rough idea of the amount of funds which potentially could be used for 
business and employment growth can be obtained by an easy, but significant, 
extrapolation to all businesses in the country. If only 50,000 busmesses in the 
U.S. employing an average of 100 people^ respond to the problems of the estate 
tax as the AED survey participants have done, then $2. 1 billion has been spent 
nationally on estate tax plaiming advice and $1.3 billion annually on insurance 
premiums for policies whose sole purpose is to pay the estate tax. If the figures 
obtained in the minority entrepreneur survey are used, $400 million is spent on 
life insurance premiums aimually and one half a billion dollars on platming. 

This constitutes an extraordinary percentage of funds used in anticipation of 
the payment of a tax which in 1993 brought in $880 million from closely-held 
corporations and $2.65 billion from other corporate holdings. If the amount of 
money expended under the AED projection were invested in the form of 
employment growth and the average salary and benefits were estimated to be 
approximately $35,000, then we project that nearly 86,000 new jobs would be 
added to the economy through the elimination of estate tax. 

^The U.S. Bureau of the Census, in its Cotgity Business Patterns, 1991 Annuel, estimates that there are B.2 million 
business establishments in the U.S.; 5.4 mMion employ under 20 employees. 674.000 employ betwe e n 20 and 99. 
and 134,000 employ over 100. 



147 


CURRENT CO-SPONSORS OF THE FAMILY HERITAGE PRESERVATION ACT 


H R. 784; 95 (89R. 6D> 

Robcn Andrews (D-NJ) 

Dick Armey (R-TX) 

Spencer Bachus (R-AL) 

Richard Baker (R-LA) 

Bill Baker (R-CA) 

Bob Barr (R-GA) 

Roscoe Bartlett (R-MD) 

Brian Bilbray (R-CA) 

Tom Bliley (R-VA) 

Peter Blute (R-MA) 

Ed Bryant (R-TN) 

Henry Bonilla (R-TX) 

Sonny Bono (R-CA) 

Jim Bunn (R-OR) 

Jim Banning (R-KY)* 

Dan Burton (R-IN) 

Ken Calvert (R-CA) 

Charles Canady (R-FL) 

Dick Chrysler (R-Ml) 

Tom Cobum (R-OK) 

Wes Cooley (R-OR) 

Chris Cox (R-CA) 

Bud Cramer (D-AL) 

Philip Crane (R-IL)* 

Mike Crapo (R-ID) 

John Doolittle (R-CA) 

Bob Doman (R-CA) 

David Dreier (R-CA) 

Jirruny Duncan (R-TN) 

Robert Ehrlich (R-MD) 

Bill Emerson (R-MO) 

Jack Fields (R-TX) 

Michael Forbes (R-NY) 

Jon Fox (R-PA) 

David Funderburic (R-NC) 

Elton Gallegly (R-CA) 

Ralph Hall (D-TX) 

Mel Hancock (R-MO)* 

Richard 'Doc' Hastings (R-WA) 
J. D. Hayworth (R-AZ) 

Joel Hefley (R-CO) 

Wally Herger (R-CA)* 

Stephen Horn (R-CA) 

John Hostettler (R-IN) 

Duncan Hunter (R-CA) 

Tim Hutchinson (R-AR) 

Bob Inglis (R-SC) 

Sam Johnso»(R-TX)* 

Walter Jones (R-NC) 

Sue Kelly (R-NY) 

Peter King (R-NY) 

Jack Kingston (R-GA) 

Jim Kolbe (R-AZ) 


Steve LaTourette (R-OH) 
Steve Largeni (R-OK) 

J(^ Linder (R-GA) 

Bob Livingston (R-LA) 

Bill McCollum (R-FL) 

Jim McCrery (R-LA)* 

David McIntosh (R-IN) 

Buck McKcon (R-CA) 

Don Manzullo (R-IL) 

Susan Molinah (R-NY) 
Sonny Montgomery (D-MS) 
Carlos Moorhead (R-CA) 

Sue Myrick (R-NC) 

Charlie Norwood (R-GA) 
Ron Packard (R-CA) 

Mike Parker (D-MS) 

Bill Paxon (R-NY) 

Richard Pombo (R-CA) 

Nick Rahall (D-WV) 

Frank Riggs (R-CA) 

Pat Roberts (R-KS) 

Dana Rohrabacher (R-CA) 
Toby Roth (R-Wl) 

Ed Roycc (R-CA) 

Jim Saxton (R-NJ) 

Joe Scarborough (R-FL) 

Jim Sensenbreimer (R-WI) 
John Shadegg (R-AZ) 

Joe Skeen (R-NM) 

Lamar Smith (R-TX) 

Nick Smith (R-Ml) 

Jerry Solomon (R-NY) 

Steve Stockman (R-TX) 

Bob Stump (R-AZ) 

Jim Talent (R-MO) 

Randy Tate (R-WA) 

Charles Taylor (R-NC) 

Mac Thortibcrry (R-TX) 
Barbara Vucanovich (R-NV) 
Dave Weldon (R-FL) 

Don Young (R-AK) 

Dick Zimmer (R-NJ)* 

S. 628: 9R 

Lauch Faiicloth (R-NC) 

Rod Grams (R-MN) 

Jesse Helms (R-NC) 

Kay Hutchison (R-TX) 

Jim Inhofe (R-OK) 
ion Kyi (R-AZ) 

Richard Lugar (R-IN) 
Richard Shelby (R-AL) 

Bob Smith (R-NH) 


denotes membtfs of the House Ways and Means Committee 
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F.XHTBIT "A" 

CALCULATION OF ESTATE TAXES 

A. Gross Estate (fair market value at death of all assets, including real estate, stock, cash, 
life insurance, retirement accounts, etc.). 

B. Deductions: 

1 . Debts and expenses. 

2. Marital (assets left to spouse if citizen). 

3. Charitable. 

C. Taxable Estate. 

D. Add Prior Taxable Gifts. 

E. Total transfer to heirs (life and death). 

F. Apply Rates: 18% to 55%. 

G. Less credit ($192, 8(X)*) 

H. Net tax (effective 37% to 55% [plus 5% for larger estates] due 9 months after death. 

I. Extra 55% tax for bequests to grandchildren in excess of SI million. 

• This is tax on $600,000 taxable estate. 


The complexity for filing the estate tax return is demonstrated by the 35 hours and 83 minutes 
estimated pursuant to the Paperwork Reduction Act Notice (Instructions attached). 
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Department of the Treasury 

Internal Revenue Service 


Instructions for Form 706 

(Revised August 1 993) 

United States Estate (and Generation-Skipping 
Transfer) Tax Return 

For docodont* dying aftor Oetobor 8, 1990. 

Section references are to the internal Revenue Code u/^eas otherwise noted. 

Pspenwork Reduction Act Notico.— We tsk for trie Mormotior) on tn>t form to ctfry out 
the irtternai Revenue lews of the United Sutee. You an roguiroo to give ut the 
information We need ft to ertsure that you are compiymg with those lows and to allow us 
to figure and collect the right amount of tax. 

The time needed to complete artd file this form and rotated echodulee will vary 
depending on individual circumstaneoa. The oetimaiod average ttmoa are; 

C opytno, aeeembllng. 

Learning about dto lew Preportng ond s ending me term 


Form 


or tha form 

•taform 

tolhalRS 

706 

2 hr , 1 1 min 

1 hr . , 9 min 

3 hr., 26 mm. 

49 mm. 

Sch. A 

20 mm 

16 mm 

10 mm. 

20 mm. 

A-1 

46 min 

26 mm. 

59 mm. 

49 mm. 

B 

20 mm 

10 mm. 

11 mm. 

20 mm. 

C 

13 mm 

2 mm. 

6 mm. 

20 mm. 

D 

7 mm 

6 mm 

8 mm. 

20 mm. 

E 

40 mm 

7 mm. 

24 mm. 

20 mm. 

r 

33 mm. 

6 min. 

21 mm. 

20 mm. 

Q 

26 mm. 

18 nun 

11 mm. 

14 mm. 

M 
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EXHIBIT 


HISTORY OF QUALIFIED 
PLAN TAXATION AT DEATH 



Thousands 

65% 35% 25% 23% 17% 


Pre-1974 1982 1985 1989 1994 


Breakdown of Taxes 

(Assuming top marginal tax bracket) 


Rights RBS6rv0d CIGNA CompaniBS VI . 2 
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F.yHTRIT "F." 
FAMILY FARM 


1. Farm land currently appraised at $2,000,000, net of mortgage, after 
reduction for possible 2032 A election. 

2. Husband and wife own a home adjacent to the farm (value $4(X),(XX)), 
equipment (value $6(X),(KX)), and tax-exempt bonds (value S2(K),0(X)) for a total of $1,2(X),(XK). 

3. At the last-to-die of the husband and wife, estate taxes will be $886,000. 

4. With only $200,000 liquid investments, land will need to be sold to pay 
estate taxes. The family will lose the farm. 


FXHTBIT "F" 

Mr. H 

1. In 1991, at age 69, he was diagnosed with cancer. 

2. He took stock of his mortality and first became aware of the 55* estate 

taxes. 

3. Added capital gains taxes and estate taxes to equal more than 80%. 

4. Said: "I quit." If hit, on new business ventures, family keeps 20%. If 
miss on venture, family loses 100%. 

5. He stopped staying up at night agonizing over new multi-million dollar 

ventures. 

6. Began to downsize. Went from 50,0(X) employees in 1991 to 1 ,(XX) at his 
death four years later. 

7. Why turn-off those who can take risks and provide jobs? 
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F.YHTBIT "C" 
X COMPANY 


1. Founded in 1940 in Texas with one store. 

2. Sold because of death taxes in 1994. It had grown to ISO stores with sales 
of almost $2 Billion (1994) and had 9,000 full-time employees and 1 1 ,0(X) part-time employees 
(1994). 

3. In 1989, the president and CEO died in a plane crash. 

4. The company redeemed $30 million of stock. Funds were used to make 
partial payment of estate taxes. 

5. The 28 year old son of the deceased CEO took the reins as president. He 
struggled for five years. His working capital had been severely depleted. Without ^ropriate 
resources, it became impossible to maintain or improve earnings through expansion or 
irmovations. 


6. The company was publicly traded, but that did not help. The value of the 

stock dropped. 

7. The then 33 year old CEO realized that with combined income and estate 
taxes, the total left for the family was less than 20%. It was not worth it. 

8. X Company was sold to a Dutch Company in 1994. It continues to run 
the stores. It will not nearly be the outstanding corporate citizen of Dallas, Texas that X 
Company was. What a loss because of estate taxes. 


F.XHTBTT "n" 

SOFT DRINK COMPANY 

1 . Largest family-owned soft drink bottler. 

2. Second generation owners and managers. 

3. To try and fund estate taxes and avoid having to sell the business - 
purchased life insurance. 

4. Aimual premiums: $l,S00,(XX) after tax. 

5. The company has stopped acquiring, growing and providing more jobs. 
Expansion capital is being used to pay insurance premiums. 


6 . 


What a waste of capital to expand! 
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Chairman ARCHER. Mr. Apolinsky, thank you so much for your 
thoughtful presentation. Ana I must say, I join Mr. Martin in tell- 
ing you that you are a rarity, indeed 

Mr. Apolinsky. Thank you. 

Chairman Archer [continuing]. Of someone who will effectively 
propose the elimination of what is their primary source of income. 

I reflect back to when, during the Reagan years, there was a 
member of his administration who told me that he had never been 
so excited in his entire life as getting up every day and going to 
work and making an effort to abolish his own job. Those type of 
people in our society are extremely rare, but are, in my opinion, 
true Americans. 

All of you gentlemen have presented outstanding testimony in 
recognition of what is a basic premise in a free society, and that 
is that capital savings are essential to economic growth and job cre- 
ation. The more the government reaches out and takes away cap- 
ital savings, the more they undermine the ability of Americans who 
want to work to be able to get a job to work to support their fami- 
lies. 

Not all of us can be employers, but it takes an employer to create 
a position for an employee, and it takes capital accumulation to be 
able to do that. Many of my colleagues who disagree with me con- 
tinue to pit the rich against the poor, rhetorically, over and over 
again in this country, while we know that it takes $280,000 of cap- 
ital invested, on average, to produce one job in the United States 
of America. That is the average. 

Now, you are orienting to family businesses, and that, of course, 
tugs more at our heartstrings than the capital spent by big cor- 
porations, but the result is the same. It is that it produces bene- 
ficial economic results. 

We must win this battle of education with the American people; 
that if they destroy your family business, or destroy your family 
farm, at the time of death, that they have taken away the assets 
that are necessary to create jobs and economic growth for future 
Americans, and they have arrogated that into the public treasury 
to be spent on consumption which will never be seen again, in one 
way or another. 

And so I am entirely sympathetic to the position that you have 
presented to this Committee today. And yet, I know — and I wish 
this room were covered with television sets for ABC and CBS and 
NBC and CNN, to carry what you have presented to the people of 
this country — that when we leave this room, we will go right back 
to the rhetoric of those on the other side who, if they can find 
somebody who has $280,000 necessary to create one job, they will 
characterize that person as rich, and want to take at least one-half 
of it away from them. 

So, there is great sympathy with the majority of this Committee 
today to the position that you have articulated, and I am exceed- 
ingly grateful to you for coming and taking time out of your busy 
lives to make your presentations. 

Mr. Hancock, do you have an inquiry? 

Mr. Hancock. Thank you, Mr. Chairman. I appreciate the testi- 
mony. There are a couple of questions that I think are very essen- 
tial that we need especially to ask the business community and the 
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people that would like to do something about the estate tax that 
I think maybe we have overlooked. 

I would like to ask Mr. Apolinsky — is that the way you pro- 
nounce your name? 

Mr. Apolinsky. Yes. 

Mr. Hancock. I would like to ask you, how many of your clients 
took an active part politically before they got concerned about their 
estates? 

Mr. Apolinsky. That is an interesting question. I do not know. 
1 guess I do not ask them, as a matter of routine. I see them in 
the community. I see them on host committees. I see them giving 
money into the political process. I try to encourage them to write 
letters. I have seen them get very excited — very excited — about the 
possibility of repealing the estate tax. 

Mr. Hancock. Well, I can understand that, but my question is, 
how many of them were active politically before they became suc- 
cessful and had an estate to tax? The reason 1 ask is I think this 
is our biggest problem. You know, it is a moving target. When I 
go back home and we talk about the estate tax, people say, “If 1 
had $1 million, or $5 million, I would not mind giving the govern- 
ment $11/2 million of it, you know.” That is the socialistic concept. 

In fact, quite frankly, I asked Ross Perot, when he got involved 
in what was happening, how come he did not do it before he was 
60 years old. To me, this is the biggest problem we have. And I can 
speak to this. You know, I am 67. I have been talking about this 
for 20, 25, 30 years. Most of the people my age would not talk to 
me back 30 years ago. They were not concerned about it. 

Now, how do we educate a society that we have, a society that 
gives people an opportunity to earn and save and develop an es- 
tate, and try to get them involved in the political process before 
that happens? Because I mean, that is where we have got to go. 
We have got to educate somebody. 

So that is why I am asking you the question. And I have been 
asking a lot of people this. Because they are coming now to Wash- 
ington saying, “We have got to do something about the estate tax,” 
and I am saying, “Well, where were you 30 years ago?” 

Mr. Apolinsky. I think you have put your finger on what is a 
critical question. There is no doubt about it. I have asked myself 
the same question. Why has this tax lasted this long? Because I 
agree with you. I think it is socialistic to break up wealth. That did 
not work in some of the Eastern European countries, and it does 
not make any sense to me. 

And I have come to the conclusion — ^there is an executive in Bir- 
mingham who made reference to the fact once that “denial” was 
not a river in Egypt. [Laughter.] 

It is just that death is something that — I do not mind talking 
about death, but, if you are the “deathee,” it is scary. People do not 
focus — they do not focus on that. You would be amazed as to how 
many clients I sit down who are in their sixties, who are startled 
that there is an estate tax. They have never heard of it. They do 
not know it exists. Oh, the insurance guy has been tr 3 dng to get 
to them, but they sort of hear, “I want to sell you a policy,” and 
so they do not listen to that. 
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They understand income taxes, because they get a dose of that 
every April, but they do not understand estate taxes. They are 
startled. I think John Harber, who was one of our leading industri- 
alists, who had 50,000 jobs, is a wonderful story. He came up with 
me last year because he got interested in this at age 73. 

He said when he was 69 years old the doctor told him he had 
cancer and he had 6 months to live. The doctor was wrong. He 
lived 5 more years after that, thank goodness. But he said, “I 
paused for the first time and I listened, and I became aware there 
was an estate tax.” He said, “I could not believe it.” He said, “I just 
could not believe that.” 

Now, here was just a tremendous industrialist. He said, “I could 
not believe that there was a 55-percent tax.” He said, “I figured 
that when I had income tax and estate tax together, that was a lit- 
tle more than 80 percent.” He said, “I decided, I am going to quit.” 
He said, “I had been putting together . . He and Boone Pickens 
were good friends, and they would put together new business ven- 
tures, put millions of dollars in them to start up new businesses. 

He said, “I decided it was not worth staying up all night agoniz- 
ing over some new business, to keep 20 cents on the dollar for my 
family if I hit, and to lose 100 cents on the dollar.” So, he said, 
“Harold, I quit. And at that time, I had 50,000 employees.” Five 
years later, when he died, he had 1,000 employees. 

So, I think it is just crazy to turn off these — and I have had two 
other clients tell me they have quit when they found out about the 
estate tax. It just was not worth it. I think it is crazy to turn off 
people who can build business and create jobs. I could not. I can 
represent them. That is fine. But it takes a certain spirit to take 
a risk and be willing to lose. 

That is what is happening as a result of this death tax, no ques- 
tion about it. So, you are right. It is a question of trying to educate 
people that it does exist. You are doing a wonderful job. Just hav- 
ing these hearings, bringing the focus to estate tax, is to make peo- 
ple aware that it is there, and it is very deadly. 

Mr. Hancock. One final comment. I do not know how many peo- 
ple have thought about this. But you know, maybe what we ought 
to do is to get Internal Revenue next year to send a copy of the 
estate tax form to people and say, “Hey, you know, ultimately you 
are going to have to fill this thing out, too.” Because, what is it? 
Forty-some-odd pages of it? Very few people have ever seen it. 

I have been carrying it in my briefcase for 30 years, and I show 
it to people and say, “Look, you are going to have to fill this thing 
out one of these days. Now, you had better start arremging your 
records.” You would be surprised at how many people say, “Hey,” 
you know, when they look at that. 

But ansrway, maybe we ought to ask Internal Revenue to send 
that out. Do you think that might get some people’s attention? 
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Mr. Apolinsky. Oh, I think that is wonderful. Maybe when peo- 
ple write in and say, “How much do I have when I retire?” Social 
Security could respond with information regarding estate taxes. I 
think that is a terrific idea. 

Mr. Hancock. Thank you, Mr. Chairman. 

Chairman Archer. Thank you. 

Thank you, gentlemen. We truly are grateful for your presen- 
tation today. 

Mr. Apolinsky. Thank you, Mr. Chairman. 

Chairman Archer. The Committee will stand adjourned. 

[Whereupon, at 2:32 p.m., the hearing was adjourned.] 

[Submissions for the record may be found on page 376.] 



IMPACT ON STATE AND LOCAL GOVERN- 
MENTS AND TAX-EXEMPT ENTITIES OF 
REPLACING THE FEDERAL INCOME TAX 


WEDNESDAY, MAY 1, 1996 

House of Representatives, 
Committee on Ways and Means, 

Washington, DC. 

The Committee met, pursuant to notice, at 12:10 p.m., in room 
1100, Longworth House Office Building, Hon. Bill Archer (Chair- 
man of the Committee) presiding. 

[The advisory announcing the hearing follows:] 


( 157 ) 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 


FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721 

April 15, 1996 
No. FC-14 


Archer Announces Hearing on 
the Impact on State and Local Governments 
and Tax-Exempt Entities of 
Replacing the Federal Income Tax 

Congressman BUI Archer (R-TX), Chairman of the Committee on Ways and Means, 
today announced that the Committee wUl hold a hearing to examine the effect of some of the 
proposed replacement tax systems on State and local governments and tax-exempt entities. 

The hearing will take place on Wednesday, May 1, 1996, in the main Committee hearing 
room, 1100 Longworth House Office BuUding, beginning at 10:00 a.m. 

BACKGROUND : 

As part of its hearings on replacing the Federal income tax, the Committee on Ways 
and Means has begun to examine how the proposed replacement systems would affect specific 
segments of society and the economy. Witnesses will be asked to focus on the advantages 
and disadvantages of some of the proposed replacement tax systems using the following 
guidelines: 

1 . The basic alternatives are: an income tax (with one or more rates); a flat tax 
(such as the one introduced by House Majority Leader Dick Armey); a national sales tax 
(such as the one introduced by Reps. Schaefer and Tauzin); a value added tax (both invoice- 
credit and subtraction methods); and an income tax system with an unlimited savings 
deduction (such as the USA tax system introduced by Senators Domenici and Nurm). 

2. The alternatives, whenever possible, should be considered in their pure, 
conceptual form (i.e., witnesses are discouraged from focusing exclusively on all the 
permutations of a so-called "flat tax" or on which items should (or should not) be exempted 
from a tax). 

3. Any new tax system would replace the individual income tax, the corporate 
income tax, and estate and gift taxes. Wimesses could also consider replacement of payroll 
taxes and excise taxes, as long as they consistently considered such replacement for dl 
proposed tax systems. 

4. Replacement must be deficit-neutral, both in the short-term and the long-term. 

Following this hearing, the Committee will continue to examine the impact of the 
proposed alternatives, including the effects on: individuals and families; employee benefits 
and retirement and personal savings incentives; international trade; home ownetidiip and real 
estate generally; agriculture; domestic manufacturing; energy and natural resotirces; retail 
sales; financial services; service industries; and health care. Dates for heatings on these topics 
will be announced in one or more future press releases. 

FOCUS : 

The focus of this hearing will be limited to the impact of fundamental tax reform on 
State and local governments and tax-exempt entities. 
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Requests to be heaid at Ac hearing must be made by telcfdtone to Traci Altman or 
Bradley Schieiber at (202) 225-1721 no later than the close of busineas Tuesday, April 23. 
1996. The telei^oe request should be followed by a formal written request to Phillip D. 
Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 

1 102 Longwortfa House Office Building, Washington, D.C. 20515. The Committee staff will 
notify by telephone those scheduled to appear as soon as possible after the filing deadlinr. 

Any questions concerning a scheduled appearance should be directed to the Committee staff at 
(202)225-1721. 

In view of the limited time available to hear witaeaaca, the Committee may not be 
able to accommodate all requests to be heard. Those peisons and organizations not 
scheduled for an oral appearance are encouraged to submit written st a t e ment s for the record of 
the hearing. All persons requesting to be heard, whether they are scheduled for oral 
testimony or not, will be notified as soon as possible after the filing deadline. 

Witnesses scheduled to present oral testimony are required to summarize briefly their 
written statements in no more than five minutes. THE FTVE-MINllTE RULE WILL BE 
STRICTLY ENFORCED. The full written statement of cath witnem will be ineinded 
in the printed record. 

In order to assure the most productive use of the limiiKi amoum of rime available to 
question wifflesses, all witnesses scheduled to appear before the Committee are required to 
submit 300 copies of their prepared statements for review by Members prior to the hearing. 
Testimony shonid arrive at tte Committee office, 1102 Loagworth Honac Office 
Building, no later than 10:00 a.m. on Monday, April 29, 1996. Failure to do so may result 
in the witness being denied the opportunity to testify in person. 
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Any person or organization wishing to submit a wriltea statement fin the printed 
record of the heating should submit at least six (6) ccqries of thdir statement, with their 
address and date of hearing noted, by the close of buriness, Wednesday, M^: 15, 1996, to 
Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of 
Representatives, 1 102 Longworth House Office Building, Washington, D.C. 20515. If those 
filing written statements wish to have their statements distributed to the ptem and interested 
public at the hearing, they may deliver 200 additioaal copies for fins purpose to the 
Committee office, room 1102 Longworth House Office Building, at least one hour before the 
hearing begins. 



Note: All Committee advisories and news releases ate now available over the Internet at 
’CjOPHER.HOUSE.GOV’ under ’HOUSE COMMTTTEE INFORMATION’. 
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Chairman Archer. The Committee will come to order. The Chair 
apologizes to our witnesses for being 10 minutes late in beginning 
this hearing. 

Today, we continue our series of hearings on the issues raised by 
proposals to replace the Federal income tax. Last week, we heard 
from small businesses. Today, we will hear from State and local 
government representatives and from tax-exempt organizations. 

The views of State and local governments are very important. 
Fundamental changes in our tax system may have significant im- 
pacts on State and local tax systems, financing, and activities. We 
need and we want State and local government input and expertise 
as we go about examining the various alternatives for replacing our 
outdated and counterproductive Federal tax system. 

We also must consider the impact of fundamental tax reform on 
tax-exempt organizations, and in particular on charities who do so 
much good for so many. We must consider whether and how cur- 
rent tax-exempt organizations should, under a new tax system, be 
exempt from tax on their activities. We must also decide whether 
and how there should be tax incentives for charitable giving within 
the new tax system. 

Certainly, I think none of today’s witnesses would argue that we 
should keep all of the worst aspects of our current tax system. In 
fact, I will just digress momentarily to say, so far, no one has ap- 
peared at that witness table nor up here in the chair of a Member 
to defend the current tax system. We should not keep the worst as- 
pects, including the income tax and the estate tax, merely because 
those taxes allow a deduction for charitable gifts. 

Moreover, any reexamination of tax incentives for charitable giv- 
ing should include consideration of whether current tax incentives 
are appropriately targeted and whether organizations receiving 
charitable contributions are devoting a large enough share of those 
contributions to charitable purposes. 

Accordingly, I look forward to and welcome the testimony of to- 
day’s witnesses and the continued input of State and local govern- 
ments and tax-exempt organizations about this process. 

[The opening statement of Mr. Ramstad follows:] 



STATEMENT OF REP. JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON REPLACING THE FEDERAL INCOME TAX 
May 1, 1996 

Mr. Chairman, thank you for giving this committee another opportunity 
to examine the impact of reforming our tax system. 

Clearly, today's tax system fails the critical tests of efficiency, simplicity, 
flexibility, political responsibility and fairness. 

It is also clear that some of the complexities built into our current system 
benefit entities that most Americans believe deserve help. For example, 
preferential tax treatment for governmental bonds helps state and local 
governments finance needed infrastructure and development in our 
communities. And the deduction for charitable contributions encourages 
Americans to donate to organizations that meet critical human needs. 

Replacing our current system with one that encourages work, savings and 
investment will result in a rising tide of economic growth that will lift all 
boats. But at a time when the federal government is devolving power to 
state and local governments and asking more of the private sector, we 
must remain mindful of the impact of fundamental tax reform on those 
entities. 

That is why this hearing is so crucial. State and local governments and 
charitable organizations must be our partners in this effort to reform our 
flawed tax system. I look forward to a continued dialogue with them 
throughout this massive undertaking. 


Thank you, Mr. Chairman. 
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Chairman Archer. Without objection, Mr. Hancock is recognized 
for a statement. 

Mr. Hancock. Thank you, Mr. Chairman. 

I just want to welcome this group to this Committee. I specifi- 
cally want to welcome my friend. Bob Holden, who is the treasurer 
from the State of Missouri. There are some questions that I would 
like to ask Mr. Holden that have nothing to do with the situation 
here at the Federal level but at the State level, but I will defer on 
those for private conversation. 

Thank you very much. This is Mr. Holden’s first term represent- 
ing the State of Missouri. He has done what I consider a good job 
for the State of Missouri. 

Thank you very much, Mr. Chairman. 

Chairman Archer. The Chair would like to ask each witness 
subsequent to their being recognized to identify themselves and the 
entity that they represent. The Chair recognizes Mr. Portman to 
introduce the first witness. 

Mr. Portman. I thank the Chairman. 

It is my pleasure to introduce a fellow Cincinnatian, Ken 
Blackwell, treasurer of the State of Ohio. 

He brings, Mr. Chairman, a rich and varied background to this 
important discussion on tax reform. Ken Blackwell is a former 
mayor of Cincinnati, a member of the city council in Cincinnati, a 
former U.S. Ambassador to the U.N. Human Rights Commission, 
currently treasurer of the State of Ohio, but also importantly was 
one of the two State elected officials who was on the so-called 
Kemp Commission, the tax reform commission which issued its re- 
port earlier this year. 

It is a pleasure to have you, Ken, before the Committee. I look 
forward to your testimony. 

Chairman Archer. Mr. Blackwell, you are recognized. 

Mr. Blackwell. Thank you, Mr. Chairman. 

Chairman Archer. Let me also suggest to the witnesses that we 
would appreciate it if you would hold your oral testimony to within 
5 minutes. Your entire written statement, without objection, will be 
inserted into the record. 

Thank you. 

STATEMENT OF HON, J. KENNETH BLACKWELL, TREASURER, 

STATE OF OHIO 

Mr. Blackwell. Thank you. Chairman Archer. Good afternoon 
to the Members of the Committee, and in particular, my fellow Cin- 
cinnatian, Representative Rob Portman, who is a longtime friend 
and colleague. 

For too long, the whole economy, including the State and local 
government sector, has been restrained by a Federal Tax Code that 
favors one type of State or local taxation over another. This philo- 
sophical discrimination runs contrary to the principle devolution of 
power to the States. The current Federal tax system also makes 
State and local governments coconspirators with the Federal Gov- 
ernment in a system that violates the principle of horizontal eq- 
uity. Horizontal equity says people of similar economic cir- 
cumstances should pay similar taxes. 
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Consider two otherwise identical families, both making $75,000 
in income, one living in New York and the other in Texas or Flor- 
ida. The New York family probably pays $4,000 or more in State 
and local income taxes while the Floridian or Texan pays nothing. 
Because of Federal tax deductibility, the New York family will 
probably pay close to $1,000 less in Federal income taxes. This un- 
fairly coerces State and local governments into one form of taxation 
over another. 

Particularly alarming is the fact that the Federal Government fa- 
vors tax policies that often obstruct economic grow'th. My service on 
the tax reform commission made one thing very clear. Real tax re- 
form eliminates the bias against savings and investment and real 
tax reform will increase economic growth. 

This thesis is supported by empirical data in a recent report by 
Professor Richard Vedder of Ohio University for the Joint Economic 
Committee of Congress. He found that, first, relatively low-tax 
States grew nearly one-third faster than high-tax States. Second, 
income taxes have a particular adverse impact on income growth. 
Third, Federal flat rate income taxes are significantly more favor- 
able to economic growth than progressive taxes. Fourth, personal 
income and flat rate tax States grew about 25 percent faster than 
did personal income in States with a progressive tax rate structure. 

The attached charts to the submitted testimony, derived from 
Professor Vedder’s report, show that tax policy impacts State 
spending and personal income growth. Given this evidence, the 
Federal Government’s support for proconsumption, antisaving tax 
schemes at the State and local level is clearly antigrowth. 

As treasurer of the State of Ohio, my professional interest lies 
very significantly with municipal bond issuance. Currently, State 
and local issuers enjoy a tax-exempt status in the capital markets. 
Losing this tax exemption frightens some issuers and the average 
Wall Street investment banker, but the benefits of that change be- 
come clear in light of prosavings tax reform at the Federal level. 
Increased emphasis on savings and decreased emphasis on con- 
sumption will expand capital markets. An increase in savings 
means an increase in available capital. As the supply of capited out- 
strips the demand for capital, the cost of capital, the interest rate, 
falls. 

An increase in savings will also increase the demand for savings 
vehicles, local. State, or Federal securities. Again, rising demand 
for government securities drives down interest rates. The bottom 
line is that greater economic growth for the people means greater 
economic stability for the people’s government at all levels. 

The way to economic growth in this country is obstructed by a 
high-tax system that punishes savings. Replace that system with 
one that unleashes the power of the private sector and thereby you 
strengthen the public sector. 

Mr. Chairman, in addition to the remarks I just made, I am sub- 
mitting an addendum to and an expansion of my remarks for inclu- 
sion in the official transcript. 

Thank you. 

[The prepared statement and attachments follow;] 
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STATEMEriT OF J. KENNETH BLACKWELL, TREASURER 
STATE OF OHIO 


Thank you. Chairman Archer. Good morning Ways and Means Committee members, and in 
particular my fellow Cincinnatian, Representative Rob Portman and our Kentucky neighbor, 
Representative Jim Bunning. 

For too long, the whole economy, including the state and local government sector, has been 
restrained by a federal tax code that favors one type of state or local taxation over another. This 
philosophical discrimination runs contrary to the principle of devolution of power to the states. 

The current federal tax system also makes state and local governments cOH^onspirators with the 
federal government in a system that violates the principle of horizontal equity. Horizontal equity 
says people of similar economic circumstances should pay similar taxes. Consider two otherwise 
identical families, both making S75,000 in income, one living in New York and the other in 
either Texas or Florida. The New York family probably pays S4,000 or more in state and local 
income taxes, while the Floridan or Texan pays rrathing. Because of federal tax deductibility, the 
New York family will probably pay close to $1,000 less in federal income taxes. This unfairly 
coerces state and local governments into one form of taxation over another. 

Particularly alarming is the fact that the federal government favors tax policies that often obstruct 
economic growth. 

My service on the National Commission on Economic Growth and Tax Reform made one thing 
very clear. Real tax reform that eliminates the bias again^ saving and investment will increase 
economic growth. 

This thesis is supported by empirical evidence in a recent report by Professor Richard Vedder of 
Ohio University for the Joint Economic Committee of Congress. He found that: 

1 . Relatively low«tax states grew nearly one^thtrd faster than high*tax states. 

2. Income taxes have a particularly adverse impact on income growth. 

3. Flat^rate income taxes are significantly more favorable to economic growth than 
progressive taxes. 

4. Personal income in flat-rate income tax states grew about 25 percent faster than did 
personal income in states with a progressive rate structure. 

Given this evidence, the federal government's support for pro-consumption, anti-savings tax 
schemes at the state and local levels, is clearly anti-grow^.' 

As Treasurer of State of Ohio, my professional interest lies very specifically with municipal bond 
issuance. 

Currently, state and local issuers enjoy tax-exempt status in the capital markets. Losing this tax- 
exemption frightens some issuers and the average Wall Street investment banker. But the 
beneftts of that change become clear in light of pro-savings tax reform at the federal level. 

IncreaMd emphasis on savings cmphpyy cnnain^ptinn will wfpand capitol 

mariteta . 

Increase in savings means an increase in available capital. As supply of capital outstrips the 
dcmaod for capital, the cost of capital — the interest rate ~ fidls. 

An increase in savings will also increase the demand for Mviags vehicles - local, state, or 
federal securities. Again, rising demand for government securities drives down interest rates. 

The bottom line is that greater economic growth of the people means greater economic stability 


^Alternatively, deduction of state and local taxes can be maintained so long as all state 
and local taxes are deductible. In order to maintain a low tax rate and high exempt amount, the 
cost of this deduction would have to be paid for elsewhere. 
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for the people's government - at all levels. 

The way to economic growth in this country is obstructed by a high-tax system that punish^ 
savings. Replace that system with one that unleashes the power of the private sector, and thereby 
strengthens the public sector. Growth is key to our success in the twenty first century. The tax 
code should reflect this reality. 

Please place this official testimony in the Congressional Record. 

Thank you. 



Personal Income Growth, 1 962 - 1 994 
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Executive Summary 

The experience of tlie states over the past third of a century provides a unique laboratory 
for investigating the effects of tax policy on economic growth. States vary widely in the method 
and magnitude by which they raise revenues, and this paper examines the resulting effects on 
economic well-being within states. 

Through a comprehensive statistical analysis, this study concludes that higher sute and 
local taxes had a distinct and significant negative effect on personal income growth over the period 
extending from 1960 to 1993. That is, when state and local taxes were raised, personal income 
growth slowed markedly. Dy tlie same token, states with lower taxes enjoyed substantially higher 
personal income growth. 

Key findings include: 

• Relatively low-ux states grew nearly one-third faster than high-tax states. 3Tiis difference 
in growth rates translates into higher income of about $2,300 per person or $9,000 for a 
family of four for people living in low-tax states compared to those living in high-tax 
states. 

• On average, an increase in state and local tax burdens equal to one percent of personal 
income lowered income growth by over three and a half percent. Since states raised tax 
burdens by an average of nearly two percent of personal income over this period, an 
average family of four lost almost $2,900 in income. 

• Income taxes lave a particularly adverse impact on income growth. Had a representative 
sute kept its level of income taxatio.n at the same share of personal income over the course 
of this study, personal income in that state would be over 30 percent greater today. 

• Flat-rate income uxes are signiflcantly mote favorable to economic growth than 
progressive taxes. Personal iiKome in flat-rate income lax sutes grew about 25 percent 
faster than did personal income in sUtes with a progressive rate structure. 


Prepared by: Richard K. Vedder, Ohio University and the Center for the Study of 
American Business at Washington University 


Available on the Internet: 
http; //WWW. senate.gov/ - jec/sta&Ioc.html 
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Tax reform is something America's state and local governments and 
tax-exempt entities car. and should welcome. My service on the 
National Commission o.n Economic Growth and Tax Reform has led me to 
conclude that meaningful tax reform will not only serve to clarify 
the proper roles of the private, public and tax exempt sectors in 
America's economy but that an economic growth driven tax reform 
will significantly ease the burden of service on each of these 
sectors . 

For too long, t.he ■..hoie economy, including the state and local 
government sector, has been held back by a federal tax code that 
has discouraged saving and investment, retarded the growth of 
productivity, wages and employment, and placed more of a strain on 
the social safety net. State and local governments must also 
confront vary costly problems involving compliance with and 
enforcement of the current tax system that results in hundreds of 
billions of dollars of wasted resources that couid be put to better 
use. That is why we need tax restructuring. 

States and local goverrmaents are forced to deal with a tax code 
that says, in effect, "Washington knows best." States that have 
high income taxes are considered good, progressive jurisdictions, 
so Washington rewards their citizens with lower federal taxes. 
States that raise revenues more by sales taxes, excise taxes or 
user fees are punished relative to states that use high income or 
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property levies. Rather than being neutral on state fiscal policy, 
Washington is trying to use financial incentives to dictate the 
nature of state taxation. This is inconsistent with empowering 
state and local governments to do what they feel is best for their 
citizens. State and local governments should demand that the 
existing federal tax bias towards property and income taxes end. 
One alternative that has been suggested to end this federal bias is 
to .make all state and local taxes - not just property and income 
taxes - deductible. However, in order to maintain the desired low 
tax rate and high exempt amount, the cost of ending the federal 
bias in this deduction would have to be paid for elsewhere. 

What 13 particularly wrong about the type of taxation that 
Washington is compelling states to adopt is that it has a 
particularly adverse impact on growth. Washington is telling the 
states: "tax production of goods or the resources used to produce 
goods, rather than consumption." The federal income tax is anti- 
growt.h because it double or triple taxes income used for savings 
and i.nvestment, while taxing income used for consumption only once. 
The reason savings-def erred income taxes or sales taxes are not 
anti-growth is that each taxes income used for saving and 
investment no more heavily than income used for consumption. State 
and local governments should not be compelled to adopt anti-growth 
tax systems simply because the federal government has chosen to do 


so . 
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For some time I have believed that state and local governments have 
been cut by the double edged sword that is taxes and taxation. 
Taxes choi.e job creation, personal income growth and free 
enterprise. Prof. Richard Vedder of Ohio University has recently 
concluded tn his report prepared for the Joint Economic Committee 
of Congress that 1.) relatively low-tax states grew nearly cne- 
third faster than high-tax states, 2.) Income taxes have a 
particularly adverse impact on income growth, 3.) Flat-rate income 
taxes are significantly more favorable to economic growth than 
progressive taxes, and 4.) Personal income in flat-rate income tax 
states grew about 25 percent faster Chan did personal income in 
states with a progressive rate structure. 

The current federal tax system makes state and local governments 
co-conspirators with the federal government in a system that 
violates the principle of horizontal equity, a principle Chat says 
that people of similar economic circumstances should pay similar 
taxes. Consider two otherwise identical families, both making 
$75,000 in income, one living in New York and the other in either 
Texas or Florida. The New York family probably pays $4, 000 or more 
in state and local income taxes, while the Floridan or Texan 
counterpart pays nothing. Because of federal tax deductibility, the 
New York family will probably pay close to $1,000 less in federal 
income taxes. This is unfair and coerces state and local 
governments determine their basis of taxation from federal and not 
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state policy. 

This bias is not a "benefit" to taxpayers in high income tax 
states. The taxpayers of those states are simply being taxed more 
heavily than others to pay for more income transfers to, for 
example, the poor or students. These taxpayers are not gaining as 
a result of federal and state tax policies tied to high income 
taxes. These taxpayers are just suffering less than if there were 
no deduction. I would suggest that the existing federal income tax 
code includes an exempt amount so that the poor might get some 
income free of tax. If that is the case, why should America 
"punish" state income taxpayers who are being forced to give their 
money to the poor via the state income tax and transfer system for 
doing what Che exempt amount and the existing charitable deduction 
on the federal level render praiseworthy. The existing tax system 
promotes contradictory objectives and inconsistent policies as 
between states and tne federal government. 

As treasurer of state of Ohio, these facts and others compel me to 
support meaningful tax reform. Permit me to briefly explain why. 

Property values and property tax ..receipts 

Contrary to the opinion of some policy makers, property values and 
tax receipts of local governments should remain strong under tax 



175 


reform, whether or not the mortgage interest deduction is retained. 
If the deduction were eliminated, along with taxation of interest 
received by the lender, interest rates would decline to compensate. 
The Commission has suggested however retention of the mortgage 
interest deduction, provided that lenders continue to be taxed on 
the interest as under current law. Whichever method is chosen, 
economic growth due to reduced taxation of saving and investment 
would boost incomes and demand for housing, and would increase 
other types of real estate investment and the property tax base. 
Professor Dale Jcrqe.nson of Harvard told the Commission that the 
economy would grow by an additional 9S over a decade, with an 
approximately 16 increase in business fixed income investment if 
the biases in the tax system were eliminated. Consequently, such a 
tax overhaul would raise state and local government income from 
property taxes, income taxes and sales taxes, and reduce state and 
local government outlays for welfare, Medicaid and unemployment 
co.mpensation. 

Deduction of state., and, local taxes 

Taxes are the price we pay for government services and products. It 
is possible that the loss of the deduction for state and local 
taxes would reduce citizens' desire for the goods and services 
provided by state and local governments by exposing their full 
cost, now partly concealed. In the case of consumption services 
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received by taxpayers, this is not necessarily a bad thing. 
However, many of the activities of state and local governments are 
explicit or implicit transfer payments (welfare, education, etc.) 
that would be deductible if provided through private charities, or 
if education spending were considered "investment" in human 
capital. Services provided business (security, water, trash pick 
up, etc.) are certainly costs of doing business, and are generally 
of a type that would be deductible if purchased from a private 
vendor. These deductions could be retained in exchange for a lower 
exempt amount or a higher tax rate. 

Demand for tax-exempt municipal bonds 

Tax restructuring will not take away any advantage enjoyed by 
municipal bonds, nor will it raise borrowing costs for state and 
local governments. Indeed, by strengthening the economy and the 
state and local tax base, and reducing unemployment and poverty, it 
will improve state and local government revenues and reduce need 
for welfare related outlays. In particular, tax exempt securities 
will not fall in price. This concern is based on a misunderstanding 
of the relationship between taxable and non-taxable securities and 
the functioning of the credit markets, and is without merit. 
Interest rates consist of a basic rate of return demanded by 
lenders, plus rate premiums reflecting differences in risk among 
various securities, expected inflation and taxes. Tax exempt bonds 
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do not have the tax premium. Taxable bonds do. Under the flat tax, 
the tax premium in currently taxable bonds would fall to current 
tax exempt levels. There would be no change in the tax treatment of 
tax exempt bonds. Their prices and interest rates would be largely 
unchanged. ^ 

Change in Federal Definition of Taxable Income 

The states that use federal definitions need to make adjustments in 
their taxes whenever federal taxes change. The types of tax changes 
the Commission contemplates would not be difficult for the states 
to adapt to, however. States would only have major difficulties if 
the federal government abandoned income taxation entirely in favor 
of a sales tax. Then there would be no federal definition of income 
for state law to refer to or data gathering to share with state 
income tax enforcement agencies. 

In conclusion, I favor an American tax system that unleashes the 
potential of the private rather than the public sector to confront 
the twenty first century. Growth is key to the success of both the 
public and the private sectors in the twenty first century. The tax 
code should reflect this reality. 
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Chairman Archer. Thank you, Mr. Blackwell, and thank you for 
your contribution on the tax commission. 

The Chair recognizes Mr. Crane to introduce our next witness. 

Mr. Crane. First of all, I want to express appreciation to all the 
witnesses for being here today in this important discussion, but I 
want to pay a special tribute to the most gorgeous member out 
there on the dais, Loleta Didrickson, who is our comptroller in the 
State of Illinois. 

Thank you for coming today, Loleta. 

Ms. Didrickson. Thank you. Congressman. 

Chairman Archer. Ms. Didrickson, you are recognized. You may 
proceed. 

STATEMENT OF HON. LOLETA A. DIDRICKSON, COMP- 
TROLLER, STATE OF ILLINOIS; ON BEHALF OF NATIONAL 

ASSOCIATION OF STATE AUDITORS, COMPTROLLERS AND 

TREASURERS 

Ms. Didrickson. Thank you, Mr. Chairman and Members of the 
Committee. I am Loleta Didrickson, the Illinois State comptroller. 
I am pleased to be here. I am representing NASACT, the National 
Association of State Auditors, Comptrollers and Treasurers, for the 
first part of my presentation. 

On behalf of my colleagues in the other individual States, I 
would like to raise a couple points for consideration. The various 
Federal tax reform initiatives that you have under discussion are 
all of significant interest to the States. They all will, first, defi- 
nitely impact State revenues and costs; second, will definitely im- 
pact individual State economies; and the third point is that they 
will impact the administrative efficiency, methods of compliance 
and enforcement, possibly the fundamental assumptions, revenue 
productivity, and taxpayer equity associated with State tax policies 
and practices. These impacts will vary in nature and importance 
State by State. 

Given the above generadities, there are two messages I wish to 
represent on behalf of NASACT. First, as any of the Federal reform 
initiatives are considered, in specific, we would respectfully suggest 
that State fiscal officials be provided the opportunity to participate 
and contribute to the quality and comprehensiveness of the debate. 
Through NASACT, State fiscal officers, such as myself, are willing 
to make that contribution. 

A second point that I would like to make, and the final points 
with regards to NASACT, is at least because of the administrative 
impacts, if not the economic impacts. States will need time to ad- 
just and implement changes in their own tax policies and practices 
as a result of any reform measurements that you pass. Such State 
government adjustments may need to take the form of amendments 
to State tax law, revised forms and schedules, taxpayer assistance 
information, and new methods of tax compliance, enforcement, and 
audit. 

So the two points here with regards to the NASACT messages, 
first, we appreciate the opportunity for participation in the policy 
discussion, and second, time will be needed to implement any such 
State adjustments. 
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I now would like to talk about the Illinois impact with regards 
to some of the proposals that you are talking about or considering. 
In specific, I would like to talk about the fact that Illinois is a flat 
tax State, has been since 1969, and as you are beginning your dis- 
cussions on comprehensive tax reform, the Federal flat tax proposal 
that most of us are familiar with with regards to the Armey plan, 
the tax rate of 20 percent dropping to 17 percent thereafter, with 
interest, dividends, and capital gains exempt and other loopholes 
closed. 

It has appesd because of its simplicity. It does not require 
changes in the Constitution. The current Federal graduated income 
tax for us in Illinois is a loser because it takes our most powerful 
economic impact dollars out of the State. 

Illinois has had that flat income tax rate that I mentioned since 
1969. It currently sits at 3 percent. We have only three exemptions. 
The first is retirement income. Second is a 5-percent property in- 
come tax credit. Third is the income tax exemption for the blind 
and elderly of $1,000. 

Let me explain our experience with that flat tax system. We see 
it as having several advantages. First, it is broad based. It allows 
us to maintain very low rates and still achieve productive revenue 
yield. Second, it is simple to enforce and administer. In fact, our 
easy 1040 form can actually be in a postcard format. Third, it en- 
courages voluntary compliance because it is very easy. Fourth, it 
has, as Ken Blackwell mentioned, the horizontal and vertical eq- 
uity, meaning that taxpayers with comparable adjusted gross in- 
comes actually are taxed similarly. Finally, the Illinois flat tax rate 
introduces minimum economic distortions. Actually, taxpayers 
make the decision for economic reasons, not for tax reasons. 

I could go on. There are a couple points that I would like to 
make, though, with regards to highlights. Finally, I would like to 
say that we will need to understand what the determining point is 
for the base for determining the liability at the State level. For 
nonfilers who would not have Federal liability, we would ask you 
to consider that they report also, even though they have no tax li- 
ability, so that we can run the match against the Federal and the 
State so we can see who would need to be in compliance. 

Excluding all unearned income does raise some concerns. There 
probably are some unexpected consequences of such a change with 
regards to higher financing costs for State and local governments. 

Finally, I see this as a win-win with regards to any kind of 
cheinges you make to make a simpler, flatter, fairer Tax Code work. 
We have found that in Illinois, it does work. We have actually done 
in the Office of the Comptroller some simple modeling that shows 
that if you were to pay us the talked about, discussed flat tax pro- 
posal, that would mean to the State of Illinois about $1.2 billion 
straight cash to our State treasury if we use a very conservative 
multiplier based on an assumed 8 billion dollars’ worth of tax dol- 
lars that would be able to stay in our taxpayers’ pockets. 

Thank you very much for the opportunity to give you the Illinois 
perspective, but more importantly, the NASACT perspective with 
regards to our ability to participate and recognizing the States’ 
need to implement with regards to time. 

[The prepared statement follows:] 
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Testimony of Loleta A. Didrickson 
Illinois State Comptroller 
before the 

House Ways and Means Committee Testimony 
May 1, 1996 


Good Morning Mr. Chairman, and Honorable members of the Committee. Thank you for the 
opportunity to discuss tax reform with you. I am Loleta Didrickson, Comptroller of the State of 
Dlinois. As State Comptroller, I am the State’s Chief Fiscal Officer, a Constitutional Office 
elected by the voters of Illinois every four years. 

I am pleased to be here representing the National Association of State Auditors, Comptrollers and 
Treasurers (NASACT), and on the behalf of NASACT and my colleagues in the individual states, 
provide the committee with our perspectives and interests in the issues you are considering. 

The various federal tax reform initiatives you have under discussion are all of significant interest 
to the states. They all: 

vrill definitely impact state revenues and costs; 
will definitely impact individual state economies; 

will impact the administrative efficiency, methods of compliance and enforcement, and 
possibly the fundamental assumptions, revenue productivity and taxpayer equity 
associated with state tax policies and praaices. These impacts will vary in nature and 
importance state by state. 

Given the above generalities, there are two messages I wish to present on behalf of the NASACT 
membership. 

First - as any of the federal reform initiatives are considered, in specific, we would respectfully 
suggest that state fiscal officials be provided the opportunity to participate and contribute to the 
quality and comprehensiveness of the debate. Through NASACT, state fiscal officers, such as 
myself, are willing to offer such participation and contribution. 

Second - at least because of the administrative impaas, if not the economic impacts, states will 
need time to adjust to and implement changes in their own tax policies and practices as a result of 
reform of federal policies and practices. Such state government adjustments may need to take the 
form of amendments to state tax law, revised forms and schedules, new taxpayer assistance 
information, and new methods of tax compliance enforcement and audit. 

My intention is to expand on the NASACT messages of; 

Participation in the policy discussion, and 

Time to implement state adjustments, 

by discussing some of the specific proposals before the Committee, by referencirig Illinois’ 
experience with some of the proposed reforms, and by suggesting the nature of the impacts the 
federal reform initiatives would have on the Illinois experience. 

As the federal government discusses comprehensive tax reform, one of the reforms being 
considered is the federal flat tax proposal, which claims to be simple, straightforward and fair. 

The particular version that 1 will be referring to starts at a tax rale of 20% dropping to 17% 
thereafter, with interest, dividends, and capital gains exempt and other loopholes closed. This flat 
tax proposal has appeal because of its simplicity and does not require changes in the constitution. 
The current federal graduated income tax is a loser for Illinois, because it takes our most powerful 
economic impaa dollars out of the state. 
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In the states, we have been looking for ways to do things smarter, smaller, more effective and 
efficient. There is no example more out of concert with that approach than the current federal tax 
structure and the operations of the IRS... 100,000 employees at a SIO billion cost atmually. One 
of the more imeresting aspects of the flat tax proposal is that it would do away with the IRS as 
we know it. The federal tax system has spiraled out of comrol. Americans devote S. 1 billion 
hours per year to federal tax reporting paperwork. The higher the tax rate the more it encourages 
people to avoid taxes. There is no constituency for all of this! It has been frequently noted about 
progressive tax rates, that the higher the marginal rate, the more it will induce people to evade 
taxes. 

Illinois has had a flat income tax since it’s inception in 1969, originally 2 '/ 2 %, currently, at a 3% 
flat rate. Our Illinois Tax Code does not distort Illinois tax decisions - if you earn it, we tax it, at 
a lower, fairer tax rate. Our only exemptions are: retirement income; S% property income tax 
credit; and, SI, 000 for the blind and elderly 

Our experience is that our state’s flat tax system has several advantages: 

It is broad based, allowing us to maintain low rates and still achieve a productive revenue 
yield. 

Simple to enforce and administer. 

Encourages voluntary compliance; 

Has horiaonal and vertical equity This means that taxpayers with comparable adjusted 
gross incomes are taxed similarly; 

The Illinois flat tax rate introduces minimum economic distortions because taxpayers make 
decisions for economic reasons, not for tax reasons. 

While the flat tax policy has had a very positive reaction within our Illinois economy, changes at 
the federal level will have impacts on our system in Illinois. Illinois is one of seven states that has 
a flat tax rate and one of four that uses the federally adjusted gross income (AGI), as its base. 

I would like to raise several questions and concerns regarding the above impact issues. 

1 . What will be the staring point or base for determining state tax liability? 

2. The current federal proposals would exclude unearned income, such as interest, dividends 
and capital gains, from the federal taxable base. For many states, including Illinois, this is 
currently part of our taxable base Either state law would have to be changed, or we 
would have to construct entirely new reporting and compliance tools. 

3. The federal flat tax proposal raises the minimum taxable income level. Such a change in 
minimum federal AGI for reporting would be higher than the levels at which states tax. 
Once again, requiring revision of state law or, the creation of entirely new separate state 
reporting and compliance mechanisms 

4. We request consideration under this proposal to provide for required reporting, even 
though there is no tax liability, so that we in Illinois can continue to run a match of state 
taxpayers and federal taxpayers to ensure compliance 

5. States, like the federal government, have created a variety of tax expenditures or tax 
breaks. Change to a federal flat tax will require an analysis of the justification and return 
on investment on all such tax expenditure programs. 

6. Excluding all unearned income, removes the market interest rate differential between 
states and local tax exempt debt instruments, and those that are taxable. An expected 
consequence of such a change would be higher fiiuncing costs for state and local 
governments. 
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My comments have referenced the need for working with the states through NASACT to smooth 
out the impact of federal tax code changes. I have also shared Illinois’ experience with the flat tax 
at the state level. In closing, let me share with you the positive impact of the federal flat tax 
proposal in the state of Illinois. The Illinois Office of the Comptroller calculates the initial savings 
form the federal flat tax proposal to be S8 billion annually to Illinois taxpayers. Leaving that 
money in the hands of Illinois taxpayers would produce an impact on the economy of $16 billion, 
using a multiplier of two. Taxed at our current flat income tax rate of 3% and our 5% sales tax, 
this spending has the potential to generate $I .28 billion in new revenue to the Illinois State 
Treasury. 

As Illinois’ Comptroller, our office reported in our FY 199S GAAP Financial Report, a $1.2 
billion dollar operating deficit primarily due to past due Medicaid bills. Illinois has been unable to 
implement a rainy day fund or set aside a reserve due to this fiscal constraint. We overly rely on 
property taxes to fend our schools. In fact, our Governor and our legislative leadership have 
proposed various plans for increasing education funding at the state level. 

As a government fiscal officer and as an elected politician, I am always in favor of solutions to 
problems that don’t require asking more of state taxpayers. A federal flat tax that could put 
approximately $1.3 billion of additional revenue in the state treasury to solve our problems in 
Illinois vdth Medicaid bills and school fending , looks like a winner to me. 

I strongly encourage you to make those fundamental changes to our federal tax code, leaving 
more money in the pockets of the individual taxpayer. If Illinois’ experience is any guide, a 
simpler, flatter, fairer tax code works 
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Chairman Archer. Thank you, Ms. Didrickson. 

The Chair recognizes Mr. Rangel to welcome and introduce the 
next witness. 

Mr. Rangel. It is my pleasure to introduce the first deputy 
mayor of the city of New York, who is living proof that you do not 
have to come from the political arena in order to be an effective 
public servant, as he is. He does not come here just politically but 
he comes here as a very experienced tax lawyer who truly under- 
stands the value of the contributions as made by the great city of 
New York. 

As you know, Mr. Chairman, I do not talk too often about my 
city, but the fact that it is the cultural center of the world, pro- 
duces more taxes and provides more entertainment to the entire 
country, with its trade center and financial district, I am glad to 
have someone that understands it not only politically but certainly 
from a tax perspective and I welcome him in joining this panel. 

Mr. Powers, we anxiously wait to hear your testimony. 

Mr. Powers. Thank you very much. 

Chairman Archer. Mr. Powers, you may proceed. 

STATEMENT OF PETER J. POWERS, FIRST DEPUTY MAYOR, 
CITY OF NEW YORK 

Mr. Powers. Thank you, Mr. Chairman, and thank you very 
much. Congressman Rangel. 

As the Congressman mentioned, I am a CPA and a tax lawyer 
and I spent 25 years of my career before entering government prac- 
ticing tax law. Believe me, there is nobody in this room who is 
more in favor of reform of the Federal tax laws than myself I have 
seen too many times where the tail wagged the dog, where a tax 
law that was so complex that business deals that should have gone 
on in a very sensible way got reconstructed, redone, and were in 
the end done in a very unsensible way because of the tax laws. 

So I am very much in favor of any kind of substantive reform, 
as is the mayor, on behalf of the city of New York. But we have 
to be careful when we do reform. We do not want to throw out the 
baby with the bathwater. 

New York City has the fourth largest budget in the country, 
counting the Federal Government’s budget. In order, it is the Fed- 
eral Government first, then California, New York State, New York 
City, and last, the State of Texas. We are a high-tax city and a 
high-tax State. We have lowered taxes. Mayor Giuliani has lowered 
taxes since he has been in office, but we do rely in large part on 
an income tax, a city income tax as well as a State income tax, to 
fund the resources that we need to take care of the city. 

The fact of the matter is, though, although people talk about the 
money that flows to New York City, New York City sends $9 billion 
more to the Federal Government than it gets back and the State 
of New York sends about $14 billion more in tax revenue to the 
Federal Government than it gets back. 

The concern that we have, if there is elimination of State and 
local taxes as a deduction, a lot of the businesses that are in New 
York and a lot of the people who live there are going to leave be- 
cause it is going to become that much more expensive. Under cur- 
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rent rates, if we took away the State and local tax deduction, it 
would be like a 40-percent increase in our taxes. 

When people leave New York, it is not so simple to say they will 
go to New Jersey or Westchester or Connecticut. Large businesses 
will leave the country. I have spoken to leaders in the securities 
industry and they have told me they do not have to be in New 
York, they do not have to be in America anymore to do their busi- 
ness. 

We have a wonderful generator of wealth in the city and State 
of New York. Before we do something that could hurt that genera- 
tor of wealth and cause those businesses to leave the State and the 
city and possibly the country and dissipate in a way that could be 
harmful to the Federal Government’s fiscal interest, as well as the 
city and State’s fiscal interest, I think we should be very careful 
to analyze the effects. We should be sure that we know it is not 
going to hurt the city, and also to be sure that the city’s balance 
of payments does not get worse under a new tax system, and the 
city does not wind up spending more than the annual $9 billion 
that goes to the Federal Government. We love to help, we love to 
share, but we need to save a little bit for ourselves. 

We are very concerned about the possible disallowance of the ex- 
emption for municipal bond interest. Like many cities in the North- 
east and many cities throughout the city that are older cities, we 
have an aging infrastructure. We have in New York City a $4 bil- 
lion annual capital budget that we spend. Most of that is on infra- 
structure repair, bridges, rail, subways. 

We get a benefit from being able to have municipal bonds and 
lower interest rates that come from that. That also creates a lot of 
jobs amd also enables our economy to thrive in the city. When the 
city’s economy thrives, it has a great impact on the national econ- 
omy. We would not like to lose the municipal bond interest exemp- 
tion because we believe that would force us to pay higher interest 
rates and not enable us to do the repairs to infrastructure that we 
have had to do in the past. 

As far as charitable deductions are concerned, we are extremely 
concerned that at a time when the Federal Government is asking 
States and cities to do more — and we support that, we support a 
lot of the block grant concepts that have been proposed — ^that if you 
take away the tax benefits for charitable contribution, it could be 
very harmful and limit charitable deductions. 

I have to go back to my experience as a tax lawyer for many 
years. Many times, charitable deductions happen because of the tax 
benefits that they had. We could create ways where taxpayers 
could save a lot of dollars and still give a lot of dollars to charity. 
Everybody seemed to benefit and the Federal Government did not 
have to pay the full cost of the dollars that went to charity. 

This time when we are trying to do things in New York with less 
government help, such as welfare reform — which we have achieved 
in New York. We have 125,000 fewer people on welfare than 1 year 
ago. We have the largest workfare program in the country today. 
As we speak, 20,000 people who receive welfare benefits are work- 
ing for the city of New York. They are helping to clean the city. 
They are working in offices. We give them the dignity of a job. 
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At a time like this, when we are very often a partner with char- 
ities to get benefits to people, to help them out of tough situations, 
to take away the benefit for charitable contributions, it would be 
very detrimental. 

We also employ thousands and thousands of people in the city of 
New York, 400,000 people, one way or another affiliated with our 
charitable institutions, and the institutions have budgets of over 
$30 billion. A lot of that money is spent not just in the city of New 
York but also nationwide. We think it would be very harmful to us 
if we lost the charitable deduction. 

Last, I might say that certainly, since we want to make sure that 
people save money and not consume, I would like to defend the 
home interest mortgage deduction. When you think of it, for your 
average person, the only way they create wealth in many people’s 
lives is by buying a home and spending the money in a mortgage 
every month and seeing the value of that home grow. 

Also, in the city of New York, home ownership is one of the 
major housing programs that we are pushing because we believe 
that brings back neighborhoods, it gives people a stake in their 
neighborhoods, and also creates a better economy and better jobs 
for people when we do that. So we would not like to lose the home 
interest deduction. 

In conclusion, I would like to say we support tax reform, but be- 
fore we do certain things, we should be very careful that we are 
not, as I said earlier, throwing the baby out with the bathwater, 
because we have a terrific economic engine in the city of New York 
that creates a lot of wealth in this country. I would hate to see a 
change in the tax law dissipate that wealth in a way where not 
only New York loses it, but perhaps the country loses it. 

I thank you very much for the opportunity to speak here today, 
Mr. Chairman. 

[The prepared statement follows:] 
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STATEMENT OF PETER J. POWERS, FIRST DEPUTY MAYOR 
CITY OF NEW YORK 

Good morning. Mr. Chairman and members of the Committee. I am Peter Powers, First 
Deputy Mayor of the City of New York, serving under the leadership of Mayor Rudolph 
Giuliani. I am a CPA, have a masters degree in tax law, and practiced tax law for 25 years 
before assuming my current position. 1 appreciate the opportunity to appear before the 
Committee to present the views and concerns of the City of New York regarding the impact 
of the proposed "flat tax" and other reform proposals on state and local governments. 

I applaud efforts to reform the Federal tax system in order to simplify the system and 
promote national economic growth. 

In fact. Mayor Giuliani is also in the midst of reforming New York City's tax system and 
reducing taxes in order to make the City more competitive with surrounding jurisdictions. 
The Giuliani Administration has already reduced City taxes by hundreds of millions of 
dollars by, among other things, taking major steps to eliminate the City's commercial rent tax 
and reducing the Hotel Tax. In addition, the Mayor is proposing major reforms in City 
business income taxes in order to simplify and improve the City's tax system. 

Of course, there are many views as to the best way to reform the Federal tax system. It is 
important that the new policies being proposed not create new problems for major cities such 
as New York and reduce its attractiveness as a place to do business for national and 
international firms, as well as local businesses. 

Any negative effects that these tax proposals might have on New York City would ultimately 
have negative effects on the national economy as weU. New York City is the major generator 
of wealth in this country. The City is the financial capital of the world and the nation's 
gateway to international markets. Over S3 trillion worth of global trading takes place on 
New York City's exchanges, or more than a quarter of the global equity market Ninety- 
three of the world's top 100 banks have offices in New York. The City is a leading destination 
of international travelers with more than 5.5 million foreign tourists annually, who then visit 
other parts of the U.S. If New York's economy declines as a result of these tax changes, our 
ability to attract business from other parts of the world declines. This would in turn affect 
the U.S. economy as well 

New York City residents and businesses, which already send $9 billion more to the Federal 
government than they receive in Federal aid, could be particularly hurt by some of the 
specific changes being discussed. The elimination of the state and local tax deduction, in 
particular, would result in an automatic increase of 30 percent to 40 percent in the tax 
burden of New York City businesses and individuals. In effect, the loss of this deduction 
results in a substantial increase in the New York City and State effective tax rates. Faced 
with a choice of continuing to do business in New York or relocating to more favorable tax 
climates, I have little doubt what that decision would be. 

Moreover, many businesses in the financial or service sectors with significant investments in 
new technology and communications networks could decide to leave the United States and 
relocate abroad. As evidence that this could occur, consider that 75 percent of the financial 
assets that foreign banks manage in the United States are located in New York City. These 
assets could easily be moved to London or Tokyo. 

At the same time, these proposals could increase the tax burden of small businesses. Those 
just starting out in the business world would see an increase in tax rates and the elimination 
of deductions which help such firms in these most vulnerable years. In addition, the 
proposed elimination of the mortgage interest deduction could be particularly harmful to the 
New York real estate industry. 

In addition to the impact on businesses, we must also not ignore the potential impact of 
Federal tax reform on the City's residents. Our preliminary analysis of Congressman Dick 
Armey’s flat tax proposal indicates that the total tax for a middle class married couple in New 
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York City earning between $30,000 and $50,000 with two children and employer provided 
health insurance would increase on average by $1,736. This must not be the result of reform. 
New York City's middle class which contributes substantially to the stability and economy of 
our region should be protected instead of penalized in the process. 

In addition, the proposed elimination of the earned income tax credit would be detrimental to 
low income families. Our analysis indicates that taxes for a married couple earning $20,000 
with two children would increase by more than $800 due to the loss of the EITC. 

Moreover, the elimination of the mortgage interest deduction must be carefully weighed 
against the dreams of families to buy a home. This is especially true in New York City where 
housing values are above the national average. 

Turning to some of the other concepts underlying reform, the proposal to eliminate the 
Federal tax on interest income, dividends and capital gains has a both positive and negative 
impact for New York City. On the plus side, it does away with the double taxation of income 
and would increase investment which is good for Wall Street However, the elimination of 
the Federal tax on interest income would be very detrimental to New York City government 
as it is the largest issuer of tax-exempt debt in the nation. The funds raised through the sale 
of the City's bonds are vital in our efforts to repair the City's aging infrastructure and must 
not be jeopardized. After all, the condition of our roads, bridges and highways has a direct 
impact on the rest of the nation. 

Moreover, even if tax reform were to achieve its long-term economic objective of lowering 
interest rates. City debt service costs would almost certainly rise in the short-term. In 
addition, the value of the exemption for current bondholders would disappear. 

As to the elimination of the deduction for charitable contributions, I do not need to tell this 
Committee of the significant impact this proposal would have on New York City's non-profit 
sector at a time when government aid is declining and we are looking to this sector to increase 
its efforts. The non-profit sector provides charitable, social and educational services to 
millions of people. It also helps maintain the vitality of our arts and cultural institutions 
which are an important component of the local tourist industry. 

New York City has the largest concentration of non-profit organizations in the country, 
employing more than 400,000 indhiduals locally and with budgets exceeding $30 billion a 
year. New York is abo one of the largest centers for fundrabing in the nation. In 1994, 19 
New York City foundations contributed over $1 billion in granb, representing nearly 30 
percent of the total giving among the top 100 IJ.S. foundations. 

Ail of the tax proposab under consideration would directly affect state and local tax policy 
and tax adminbtration and, in addition, the budgeb of state and local govemmenb. Of the 
42 states with a personal income tax, all but five conform to a Federal income definition in 
computing state income taxes. In addition, many jurisdictions have come to rely on IRS 
enforcement and compliance programs as well as Federal information reporting 
requiremenb. 

In New York City, the proposed changes in the Federal tax base would automatically flow 
through to New York City's taxes. Realbtically, the City could not decouple from the Federal 
system without incurring significant cosb and jeopardizing compliance. 

Various proposab have been made to convert the Federal income tax system to a more 
consumption-oriented tax scheme. 

Of these, the "flat tax" sponsored by Congressman Dick Armey and the Domenici-Nunn 
Unlimited Savings Allowance (USA) tax would eliminate the double taxation of income. 
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exempt investment earnings and broaden the tax base. In addition, business would be 
allowed to deduct capital expenditures fully in the year of the outlay rather than through 
current depreciation methods. What remains is a simplified tax system with one or more tax 
rates applied to a completely new tax base. 

The positive aspect of these proposals is that current administrative structures would 
continue, albeit in a more simplified environment. In other words, the IRS would still be in 
business. This allows the City to continue to "piggyback" on the Federal system with little 
administrative disruption. 

However, there is no guarantee that the Oow through of proposed Federal tax law changes to 
New York City's tax system would produce a revenue neutral result for the City budget We 
have estimated that conformity to a Federal flat tax could result in a net reduction in our 
personal income tax revenues of hundreds of millions of dollars. While on the Federal level 
this loss is expected to be completely offset by an increase in business taxes, this may not 
occur at the local level. Given the particular mix of business and individual taxpayers in New 
York City, there is no certain way of predicting whether the proposed reforms would hold the 
City harmless revenue-wise. 

Moreover, the redistribution of tax burden among individuals and businesses could very well 
redistribute the burden among various regions in the nation. This shift in tax burden could 
increase the Federal balance of payments deficit with New York City beyond the current $9 
billion level. 

As another Federal tax reform option, Representatives Schaefer and Tauzin have proposed a 
national sales tax, which would eliminate the IRS and rely on state administrative structures 
to implement and enforce the national tax. Rather than simplifying the tax system, this 
proposal raises complex policy issues regarding such matters as the definition of the base to 
be taxed. In order to raise enough revenues to replace the income lax system, the new 
Federal sales tax would have to apply to a much broader array of transactions than is 
currently subject to sales taxation in most states. It would also require a dramatic expansion 
of state administrative structures in order to monitor and collect taxable interstate and 
international sales. 

In order to maintain revenue neutrality, the rate for a national sales tax would need to be in 
the IS to 20 percent range. However, the rate jumps to the 30 to 40 percent range after 
including state and local sales taxes. Consider the consequences of paying a 40 percent tax on 
goods and services. A national sales tax would increase tax evasion and heighten the 
competition between states and localities with different tax rates. Furthermore, this type of 
system would be highly unfair to lower income families. 

In summary, the City of New York agrees that the Federal tax system needs reform. The 
major objectives should be to broaden the tax base and lower rates in a fair and equitable 
manner. In addition, any Federal reform must also include an adequate transition period to 
allow states and cities to adapt to the new tax environment The final look of reform should 
protect against significant shifts in tax burden to areas such as New York which represent an 
important part of the national economy. 

This is an era when the Federal government is rightfully turning back responsibilities to state 
and local governments. We are eager to shoulder these new responsibilities because they 
increase our flexibility to govern. However, we cannot absorb new financial burdens as a 
consequence. I therefore urge the Committee to view any changes in the tax system in this 
context. 


Thank you for the opportunity to address this committee. 
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Chairman Archer. Thank you, Mr. Powers. 

Mr. Holden, you have already been welcomed by your representa- 
tive on this Committee, Mr. Hancock. I also welcome you and we 
will be pleased to have your testimony. You may proceed. 

STATEMENT OF HON. BOB HOLDEN, TREASURER, STATE OF 

MISSOURI; ON BEHALF OF THE NATIONAL ASSOCIATION OF 

STATE TREASURERS 

Mr. Holden. Thank you, Mr. Chairman, Congressman Hancock, 
my friend from southwest Missouri, and Members of the Commit- 
tee. I am Bob Holden, the State treasurer of Missouri and chair- 
man of the Legislative Committee of NAST, the National Associa- 
tion of State Treasurers. I have a written statement that I have 
submitted for the record that is extensive. 

As the chief financial officers within our respective States, State 
treasurers exercise a broad range of essential fiscal responsibilities, 
including cash and debt management, the investment of public 
funds, and the investment and management of public pension 
funds. Because State treasurers recognize the complexities involved 
in shaping public fiscal policy, NAST appreciates the opportunity 
to begin what we hope will be an ongoing dialog about tax reform 
and tax policy and its impact on our shared enterprise — the Fed- 
eral, State, and local government partnership — and the citizens we 
jointly serve. 

At the outset, let me make clear that NAST is not here to speak 
against tax reform. To the contrary, the State treasurers share 
your concerns about the problems, impediments, and inefficiencies 
in our existing tax structure, and we are here to say that we are 
eager to work with you to explore ways in which tax reform can 
provide an overall benefit to the taxpayers and to the economy. 

However, we also wish to offer a precautionary message. The op- 
eration of Federal, State, and local government is linked at a fun- 
damental level. We draw our resources from the same taxpayers. 
Decisions on matters of Federal tax policy will flow downstream 
from Capitol Hill and have a dramatic and widespread effect on 
State and local fiscal management, tax policy choices, and the exe- 
cution of governmental responsibilities. Care needs to be taken that 
the pursuit of Federal tax reform does not hamper efforts to create 
a new federalism by impairing State and local solvency and in- 
creasing our fiscal dependence on Federal Government. 

In this regard, I would like to draw your attention to a few areas 
of State and local fiscal management which NAST believes will be 
seriously affected by major Federal tax reform. 

First, several of the current tax reform proposals would remove 
the longstanding tax exemption for income generated by bonds is- 
sued by State and local government. This unique tax treatment has 
served to lower the cost of borrowing for State and local govern- 
ments and has made it feasible to build schools, hospitals, roads, 
subways, airports, and other facilities and infrastructure vital to 
economic development and growth in our States and local commu- 
nities. 

While experts may disagree on the economic effects of removing 
the tax preference for State and local securities, there is no argu- 
ment that State and local governments face a backlog of infrastruc- 
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ture needs and a shortage of capital. When you add to this the re- 
sponsibilities which will flow to the States from Washington under 
devolution and the new federalism, it is clear that State and local 
governments will need more, not less, capacity to finance the gov- 
ernment projects and services that will be resting on the shoulders 
of people in State and local governments in the future. 

Accordingly, NAST recommends that Congress exercise great 
caution when considering any tax reform measure which could po- 
tentially jeopardize the ability of State and local governments to 
access low-cost financing or which hamstring the flexibility of State 
and local governments to generate capital investment. 

Almost all State and local tax systems conform significant por- 
tions of their tax law to the existing Federal tax program and sys- 
tem. For example, nearly every State with a personal or corporate 
income tax begins from a Federal starting point and then utilizes 
numerous other provisions of Federal law in the calculation of 
State tax. States also rely extensively on Federal enforcement and 
compliance programs and Federal information reporting and with- 
holding mechanisms to facilitate the administration of State tax 
law. By doing this, States make it easier for taxpayers to comply 
with State tax laws because taxpayers are not required to deal 
with two widely different sets of tax laws. 

Given this linkage between State tax systems and the existing 
Federal tax system, it is clear that fundamental Federal tax reform 
will also trigger fundamental changes in State tax policy and law: 
Federal tax reform will compel the States to choose between contin- 
ued conformity with the Federal law or the creation and mainte- 
nance of an independent tax infrastructure. 

Moreover, it is also clear that economic, administrative, legal, 
and political considerations will put tremendous pressure on the 
States to remain in conformity with any new Federal law, since the 
greater the degree of nonconformity, the more complex and burden- 
some the State taxes would be for taxpayers and the more difficult 
they would be to enforce. 

The principles of federalism and genuine partnering between 
Federal, State, and local governments require a complete analysis 
of the issues before implementing such a Federal constraint on tax 
policy choices made by State and local government. Under the Con- 
stitution, a core element of sovereignty is the autonomy to develop 
a tax policy and design a revenue system which meets the needs 
and reflects the desires of our taxpayers. 

Fundamental Federal tax reform will force the States to choose 
between simplicity, continuing to conform to Federal tax law, what- 
ever its form, or autonomy, with all of its attendant costs and bur- 
dens. Simplicity will effectively pass control of State tax policy and 
the ability to generate State revenue to Congress. Autonomy will 
result in the need to go to State legislators to obtain legal authority 
to employ a non -Federal taxing mechanism, will generate enormous 
administrative costs and compliance problems, and will challenge 
the willingness of taxpayers to give State and local government suf- 
ficient tax headroom. 

If there is to be any real choice in this matter, Congress, State, 
and local government must work together to fashion changes in tax 
policy which recognize both the effective reach and the inherent 
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limits in our intergovernmental relationship with the American 
taxpayer. Such a dialog should also include consideration of the po- 
tential impact on State and local revenue streams and credit- 
worthiness from proposed changes in the mortgage interest deduc- 
tion and the deduction for property taxes and State and local in- 
come taxes. 

As you can see, the matters I have been discussing are not mere- 
ly theoretical issues to be debated on college campuses or in think 
tanks in Washington, DC. Federal tax reform raises serious ques- 
tions involving the fundamental relationship between Federal, 
State, and local government, and the outcome of this debate will 
have a significant fiscal impact on every State and every commu- 
nity in this country. 

Most important, however, we must not forget that the parties 
most affected by this debate have a human face. They are the citi- 
zens of this country. When you push beyond the constitutional the- 
ory and political rhetoric, we are talking about shaping the tax bur- 
dens which will be imposed on real people who are trying to earn 
a living, feed and care for a family, and put a roof over their heads. 
As public officials, it is our responsibility to honor this public trust 
by working together to fashion an intergovernmental tax structure 
that is not only simple and fair, but also enhances opportunity and 
the quality of life for the people who pay the bill, while keeping the 
tax burden at a minimum. 

Accordingly, NAST calls on the National Organization of State 
and Local Officials to join with us in conducting a coordinated na- 
tional analysis of the impact of Federal tax reform on State and 
local governments which can be presented to this Committee and 
to Congress for use in this debate. 

Finally, NAST wants to convey in the strongest terms that what- 
ever decisions you might reach about the specific components of tax 
reform, it is critical that Congress build in a reasonable transition 
time for State and local governments to coordinate with any new 
Federal tax provisions. 

As we have illustrated today, fundamental Federal tax reform 
will have a significant impact on critical aspects of fiscal operations 
of State and local government, requiring adjustments in tax policy 
and revenue systems, debt management, and program priority. In 
many cases, changes will have to be made in State law to accom- 
modate such adjustments. Retooling an intergovernmental tax 
structure is a project on par with balancing the budget and should 
not be given short shrift. 

Mr. Chairman, a famous Missourian, Mark Twain, has been 
credited with saying, “Everybody complains about the weather but 
nobody does anything about it.” I think he would be pleased to 
know that you are doing something about an issue which concerns 
millions of Americans. It will not be an easy job, but I trust that 
from my remarks today and the remarks of the other members on 
the panel that you can see that NAST and all of us want to work 
with you to meet the goals of a simpler, fairer, and more efficient 
tax system than we have today. 

Thank you very, very much. 

[The prepared statement follows:] 
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STATEMENT OF HON. BOB HOLDEN, TREASURER 
STATE OF MISSOURI 

ON BEHALF OF NATIONAL ASSOCIATION OF STATE TREASURERS 

Mr Chairman and members of the Committee, I am Bob Holden, the State Treasurer of 
Missouri and the Legislative Committee Chairman of the National Association of State Treasurers 
(NAST), which represents the state treasurers in all fifty states and the territories. 

As I am sure you know. State Treasurers are the chief financial officers of the states. 
Within our respec^i^e states, State Treasurers exercise a broad range of essential fiscal 
responsibilities,]ush 'n&nagement, debt management, the investment of public funds, and the 
investment and management of public pension funds. Accordingly, because State Treasurers 
recognize the challenges and complexities involved in shaping and implementing fiscal policy, 
NAST appreciates this opportunity to begin what we hope will be an ongoing dialogue about tax 
reform and tax policy and its impact on our shared enterprise — the federal, state and local 
government partnership — and the citizens we jointly serve 

Let me make clear at the outset that the State Treasurers share your concerns about the 
problems, impediments and inefficiencies in our existing tax structure, and that we wholeheartedly 
support your efforts to simplify the tax structure, to enhance its fairness, to improve its 
administration, to increase incentives to work, save and invest, and to stimulate economic growth. 

In short, the State Treasurers are not here to say “nay” to tax reform in general, or any 
reform proposal in particular. To the contrary, NAST wants you to know that we are eager to 
work with you to explore ways in which tax reform can provide an overall benefit to the taxpayer 
and the economy, and enhance the ability of goverrunent at all levels to deliver appropriate 
services 

in offering this support, however, we must also convey an important precautionary 
message: The operation of federal, state and local government is inextricably linked and limited by 
a fundamental fact — we draw our resources from the same taxpayer Accordingly, your decisions 
on matters of federal tax policy will flow “downstream” from Capitol Hill and have a dramatic and 
widespread effect on state and local fiscal management, the tax policy choices available to state 
and local governments, and the ability of state and local government to fulfill program 
responsibilities, including those that Congress is contemplating transferring to the state and local 
level as part of “devolution." 

Thus, your decisions on federal tax policy will have a tremendous effect on the vitality of 
the “new” federalism — a concept that we welcome — and we are here today to bring the 
cautionary reminder that as Congress pursues the laudable goals of tax reform, you do not 
inadvertently impair state and local sovereignty and increase fiscal dependence on the federal 
goverrunent at a time when state and local government is striving to achieve greater autonomy. 

In sending this message of caution, we also want to reiterate that NAST does not come 
before you merely as a “special interest” trying to protect favorable treatment under the tax laws. 
Instead, as I suggested previously, we are here today because under our Constitution, we are 
partners in the enterprise of governing. Federal tax reform will generate a significant ripple effect 
on tax policy through all levels of government, and NAST believes that the fundamental linkage 
between federal, state and local government must stay foremost in your consideration if this 
important dialogue on tax reform is to yield an overall benefit to the taxpayer, and not simply shift 
the source of the tax burden from one level of government to another. 

In this regard, I would like to draw your attention to several areas where NAST has 
serious concerns about the potential impact of federal tax reform on state and local fiscal 
management, the tax policy choices available to state and local governments, and the ability of 
state and local government to fulfill program responsibilities 

The Ability of State and Local Government to 

Finance Infrastructure and Other Capital Needs 

Since the 16th Amendment ratified a federal tax system in 1913, state and local 
governments have utilized tax-exempt governmental bonds as an important source of funding to 
finance infrastructure, capital-intensive public projects and vital programs needs It does not 
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overstate the case to say that bonds issued by state and local government have played a major role 
in building this nation; The proceeds of governmental bonds have built schools, hospitals, roads, 
bridges, subways, tunnels, airports, housing and numerous other facilities used daily by the 
American people In so doing, tax-exempt governmental bonds have provided the lifeblood for 
economic development and growth in our states and in our local communities 

Some of the current tax reform proposals would directly or indirectly affect the federal tax 
treatment of state and local government securities. The primary effect of these proposals would 
be to remove the unique tax-exempt treatment for income generated by such governmental bonds 
This longstanding tax exemption has allowed investors to accept a lov/er interest rate on 
governmental debt, which in turn, has lowered the cost of borrowing for state and local 
governments 

Some experts believe that removing the favorable tax treatment for state and local bonds 
will cause the yield on such bonds to rise and the value of outstanding bonds to fall, with the 
overall effect of increasing the cost of borrowing by state and local government Other experts 
argue, however, that interest rates will fall after tax reform, and state and local borrowing costs 
will remain the same or be reduced, even without the current preferential tax treatment. Still 
other experts contend that increased interest rates on state and local bonds will increase the 
demand for such securities by pension funds and other tax-exempt buyers, thereby expanding the 
pool of capital available to stale and local government 

While the experts may differ on the likely short-term and long-term effects which will 
result from a change in the tax treatment of state and local government bonds, there is no question 
that tax considerations alone will not determine the demand for and value of governmental 
securities and the cost of borrowing to the governmental issuer Instead, cost and value will be 
determined by the market based on a combination of tax considerations and broader economic 
factors Such factors (e g , Federal Reserve policies, the size of the federal budget deficit, the rate 
of inflation, foreign interest rates and the business cycle) could impede any potential benefits of 
tax reform for the issuers of state and local securities. Moreover, even the slightest increase in the 
interest rate paid on a governmental bond will result in significantly higher costs of borrowing to 
the state or local issuer. 

NAST believes that this uncertainty regarding the economic effect of removing the 
preferential tax treatment of state and local bonds must be placed alongside the incontrovertible 
fact that state and local governments face a backlog of infrastructure needs and a shortage of 
capital. For example, close to 235,000 miles of American roads are rated poor or mediocre, one 
out of three bridges in the United States is rated structurally deficient or functionally obsolete; and 
the cost of repair for aging public schools is estimated at $100 billion When you add to this the 
responsibilities which will flow to the states under “devolution” and the “new” federalism, it is 
clear that state and local governments will need more — not less — capacity to finance 
governmental projects and services 

Accordingly, NAST strongly recommends that Congress exercise great caution when 
considering any tax reform measures which could potentially jeopardize the ability of state and 
local government to access low cost financing, or which hamstring the flexibility of state and local 
governments to generate capital investment 

State Tax Systems. State Tax Policy. And State Sovereignty 

To simplify the administration of state tax law and policy, most states presently conform a 
significant portion of their tax law to the existing federal tax law and system. By so doing, the 
states make it easier for taxpayers to comply with state tax laws because taxpayers are not 
required to deal with two separate sets of tax laws, rules and definitions For example, nearly 
every state with a personal or corporate income tax begins the calculation of state tax from a 
federal “starting point” — often the federal measures of adjusted gross income or taxable income 
In addition, state tax laws often conform to numerous other federal definitions and provisions 
such as personal exemptions, standard allowances, itemized deductions, depreciation schedules, 
treatment of capital gains, and Individual Retirement Arrangements (IRA) 
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The states have also found that conformance to federal tax law faciUtates the 
Iministralion of state tax law by allowing states to rely extensively on federal enforcement and 
tmpliance programs and federal information reporting and withholding mechanisms. 

Of the states which conform state tax law to the federal tax law, twenty states conform 
Ltomatically, so that changes in the federal law are incorporated into state law without further 
ate action. Seventeen other states are tied to the federal law in effect on a particular date, and 
us state legislation would be necessary to update the reference point and incorporate new 
langes in federal law into state law 

Given this linkage between state tax systems and the existing federal tax law and system, it 
clear that fundamental federal tax reform, with nothing more, will also trigger fundamental 
langes in state tax law and policy, in that federal tax reform will compel the states to choose 
:tween continued conformity with the federal law or the creation and maintenance of an 
dependent tax infrastructure Moreover, it is also clear that economic, administrative, legal and 
rlitical considerations will generate tremendous pressure on the states to remain in conformity 
ith any new federal tax law since the greater the degree of nonconformity, the more complex the 
ate tax law will be for taxpayers This also increases the likelihood of noncompliance and the 
fficulty in enforcing the state tax 

In particular, it should be noted that tax reform proposals which call for the repeal of the 
deral income tax will also effectively require the repeal of state income tax laws since current 
ate income tax systems rely heavily on the infrastructure of the existing federal income tax 
stem, and most states will have a great difficulty maintaining and administering a personal or 
irporate income tax without a federal counterpart 

The fundamental principles of federalism mandate that such federal constraints on the tax 
ilicy choices of state and local government should occur only after a complete analysis of the 
iues, an effort which goes beyond the proceedings of today’s hearing 

Under the Constitution states are sovereign entities, entitled to maximum flexibility to 
itermine tax policy and design revenue systems which meet the needs and reflect the desires of 
tr taxpayers The autonomy of the states in determining lax policy is a core element of 
ivereignty in that the power to generate revenue carries with it the independence to set 
:pendilures, and to establish priorities among those expenditures 

Fundamental federal tax reform will force the states to choose between simplicity — 
rntinuing to conform to federal tax law, whatever its form -- or autonomy — with all its 
tendant costs and burdens Simplicity will effectively cede control of state tax policy and the 
rility to generate state revenue to the Congress. Autonomy will result in the need to go to state 
gislatures to obtain legal authority to employ a non-federal taxing mechanism, will generate 
lormous costs and compliance problems, and will challenge the willingness of the taxpayer to 
ve state and local government additional tax headroom 

If there is to be any real "choice” in this matter. Congress and state and local government 
ust work together to fashion changes in tax policy which recognize both the effective reach and 
e inherent limits in our intergovernmental relationship with America’s taxpayers. 

In this regard, such a dialogue should also include consideration of the impact on state and 
cal revenue streams of the proposed changes in the mortgage interest deduction, and the 
rduction for propel ly taxes and state and local income (axes. 

Most local governments rely heavily on properly taxes for the generation of revenue to 
nd operating costs and to repay debt. Many analysts believe that if the mortgage interest 
eduction and the property lax deduction are eliminated, properly values will fall, and local 
operty tax revenue will be negatively affected. At the very least, such an environment would 
uke it veiy dillicult to increase property taxes, especially those requiring voter approval. 


A comparable conclusion has been reached regarding the proposed elimination of the 
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deduction for state and local income taxes. These taxes are a significant source of revenue for 
state and local governments, and assuming such taxes survive the press for conformity with 
federal taxes, the loss of the deduction would increase the pressure on state and local government 
to lower existing rates. Again, at a minimum, it would be very difficult to increase such taxes in 
the future. 

Once again, therefore, NAST strongly recommends that before the Congress embarks on 
the path of tax reform, you seriously consider the ramifications for federalism, the sources and 
limits of state and local revenue, and the fiscal and tax policy ripple effect which tax reform will 
have on state and local government. 

State and Local Government Responsibilities to 
Provide Retirement Benefits and Health Care Coverage 

State and local governments not only must provide for the retirement income and health 
care of public employees, but state and local governments are the front line providers of public 
services and the fall back for public benefit support As such, changes in the federal tax treatment 
of retirement benefits and health care coverage will have a potential fiscal impact on state and 
local governments, both as an employer, and as a provider of governmental services. 

Many experts contend that incentives under the current tax law have served as the impetus 
for the formation of retirement and health plans Under current law, private sector employers 
receive favorable tax treatment for providing compensation in the form of such benefits, and the 
worker receives the tax benefit of an up-ffont exclusion from income taxation, coupled with the 
deferral of taxation on accrued investment income until distribution. 

Under the principal tax reform proposals, however, employee benefits would receive less 
favorable tax treatment than under the current law. For example, many proposals would place all 
savings on a par with amounts deferred under qualified pension plans. Accordingly, under such 
reforms workers will weigh the relative advantages of continuing to receive compensation in the 
form of employer-sponsored retirement benefits (deferring income to savings, but with restrictions 
on access) or receiving compensation directly as income and then controlling the savings 
themselves. Other tax reform proposals call for including pension or health care contributions in 
the worker's current taxable income, and removing pension and health care contributions as a 
deduction by the employer. 


Although it is unclear which reforms will ultimately find their way into law, it is reasonable 
to conclude that the overall effect of the current proposed reforms will be to reduce the incentive 
to maintain employer-sponsored retirement and health care plans and to create a preference for 
current income (wages) over deferred income (pension contributions) 

While the primary effect of these changes will be experienced in the private sector, there is 
likely to be spillover to state and local government. First, to attract and retain qualified 
employees, state and local government may have to adjust benefit packages to provide greater 
wage compensation. Second, if the value of health care premiums is included in taxable income, 
the cost of coverage would increase for all employers, who would, in turn, pass such costs on to 
employees in the form of lower wages or reduced coverage. 

Finally, if individuals fail to take advantage of the changes in the tax law to save sufficient 
amounts for retirement and/or health care, or if employers have less incentive to provide 
retirement and health care benefits, then there will be increased demands on and increased cost 
borne by the public benefit programs run by state and local government. 

The Responsibilities of State and Local Governments in 
Carrying Out Tax Reform 

As reflected by the foregoing discussion, the impact of federal tax reform on state and 
local government is not merely a theoretical conundrum to be debated on college campuses or in 
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liink tanks in Washington, D C. It is a serious question involving the fundamental relationship 
etween federal, state and local government. It involves issues which are at the core of 
overeignty ~ the power to set tax policy, and to design revenue and expenditure systems which 
leet the needs and reflect the desires of our taxpayers. It is a debate which will have far reaching 
nd significant economic impact in every state and every community in this country. 

We must not forget, however, that the parlies most affected by this debate have a very 
uman face — they are the taxpayers of this country. When you push beyond the constitutional 
aeory and political rhetoric, we are talking about shaping the tax burden which will be imposed 
n real people, who are trying to earn a living, feed and care for their families, and put a roof over 
aeir heads. As public officials, it is our responsibility to honor this public trust by working 
igether to fashion an intergovernmental tax structure that is not only simple and fair, but also 
nhances opportunity and the quality of life for the people who pay the bill 

Accordingly, NAST calls upon the national organizations of stale and local officials to join 
/ith us in conducting a coordinated national analysis of the impact of the federal tax reform on 
tate and local government The goal of this effort should be to generate a state-by-state analysis 
f the impact of the major tax reform proposals which can then be presented to Congress for use 
r this debate. If we are asking you to heed the concerns of state and local government, then we 
hould be prepared to step forward and give Congress the information it needs to address those 
oncerns. 

Finally, NAST wants to convey in the strongest terms, that whatever decisions you might 
each about the specific components of tax reform, it is imperative that Congress build in a 
easonable transition period for state and local governments to coordinate with any new federal 
rx provisions. As we have illustrated today, fundamental federal tax reform will have a 
ignificant impact on critical aspects of the fiscal operation of state and local government, 
rdjustments will have to be made in tax policy and revenue systems, debt management, and 
rogram priorities. In many cases, changes will have to be made in state law to accommodate 
uch adjustments Retooling an intergovernmental tax structure is a project on a par with 
alancing the budget, and should not be given short shrifi. 

Mr. Chairman, a famous Missourian, Mark Twain, has been credited with saying. 
Everybody complains about the weather, but nobody does anything about it.“ I think he would 
e pleased that you grs doing something about an issue which concerns millions of Americans. I 
rant to commend you and the members of this committee for your resolve to scrutinize and 
eform our federal tax process It will not be an easy job, and I hope that through my remarks 
aday, you can see that NAST wants to work with you to meet the goal of a simpler, more 
quitable, more efficient system. Thank you 
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Chairman Archer. Thank you, Mr. Holden. 

Mr. Dorso, you do not have a Member on this Committee to 
warmly welcome you, so I am pleased to insert myself in that ca- 
pacity and to tell you we are very pleased to have you here. I sus- 
pect that you have traveled more miles to get here than the other 
members of the panel. We will be pleased to have your testimony. 
You may proceed, if you will please identify yourself for the record. 

STATEMENT OF HON. JOHN DORSO, MAJORITY LEADER, 

NORTH DAKOTA HOUSE OF REPRESENTATIVES; AND MEM- 
BER, EXECUTIVE COMMITTEE, NATIONAL CONFERENCE OF 

STATE LEGISLATURES 

Mr. Dorso. Thank you. Chairman Archer, and good afternoon, 
Members of the Committee. My name is John Dorso. I am the Ma- 
jority Leader of the North Dakota House of Representatives and a 
member of the executive committee of NCSL, the National Con- 
ference of State Legislatures. I am delighted to be here and thank 
you for holding this important meeting. By the way, I traveled from 
Florida. I was on a little vacation. 

Basically, I am here today to bring you a State perspective, a lit- 
tle bit, on tax reform. There are four main points that I would like 
to make and they are these. We are sympathetic to Congress’ de- 
sire to reform a Federal tax system that is viewed as complicated 
and unfair. Federal and State tax systems are inextricably linked. 
Any Federal reform will have serious ramifications on the State. 
And, State legislators must be involved in the process. 

Let me illustrate some of my concerns. In North Dakota, we have 
a citizen legislature and we only meet for 80 days every 2 years. 
That is the Constitution in North Dakota. Anything that you would 
do to change taxes would have a big effect on our State. In fact, 
I had our Legislative Council people prepare some graphs and some 
other work for you to peruse later on that I have submitted as part 
of my testimony. 

I think approximately 22 percent of our general fund is gen- 
erated through personal income taxes and there is another 7 or 8 
percent that comes from corporate income taxes. We left the 1995 
session of the legislature with an $11 million ending fund balance 
of a $3 billion budget, and any change that you might make in the 
tax system, you can see, would have a big effect on the State of 
North Dakota’s budgetary problems. In fact, depending on the tim- 
ing, it may cause us to go into a special session, which I can tell 
you that the people of North Dakota do not particularly like, nor 
do our citizen legislators, most of whom are at home trying to fig- 
ure out their taxes in April. 

I guess my biggest message here, and after listening to the other 
members of the panel who certainly have studied the issue more 
than I have as far as the intricacy and the practical effects on their 
particular constituencies, is that NCSL, and I am sure all of the 
legislative bodies across this country, wants to be involved in this. 
I think, as a citizen legislator, I would like to just give you the 
message that — and I will pass on a conversation I had with a mem- 
ber of our Legislative Council who prepared the other stuff, is he 
thinks the Federal Tax Codes are a mess. That is a nonpartisan 
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atement because the Legislative Council is nonpartisan, but we 
ed to do something about it. 

North Dakota is simple in the way that we approach income 
sees. We charge 14 percent of the Federal tax liability. Over the 
ars, many people have introduced measures in the legislature to 
ange things, any number of different deductions, and so forth, 
d they have all been rejected by the people of North Dakota be- 
use the people of North Dakota have always relished a simple 
K system. Fourteen-and-a-half percent of the tax liability, you pay 
countants a lot to get to your Federal tax liability and then you 
n figure out your State taxes fairly simply. 

So I think that North Dakotans, in general, like simple taxes. I 
not think that any of us are afraid to pay our taxes, but we 
rely hate paying accountants to have to figure out how to do it. 
I, as a businessman, just sold a business and I was intrigued by 
remark that was made here. I sold my truck line on December 
and it took 2 months for my accountants and CPAs to figure out 
lat the best date was to sell the corporation. I think that is a lit- 
! silly. I think that is terrible, when tax policy drives business de- 
mons like that. 

My final remarks, Mr. Chairman, we would like to be part of this 
ocess. I think NCSL would like to offer its help in your delibera- 
ins. Certainly. State legislative bodies have some resources that 
i could put to work in helping you. We are inextricably tied to 
lat you do. Certainly, it has a big effect on our budgets and we 
)uld just like to have our feet under the table as you go forward 
th this process. 

Thank you. 

[The prepared statement and attachments follow:] 



199 


STATEMENT OF HON. JOHN DORSO, MAJORITY LEADER 
NORTH DAKOTA HOUSE OF REPRESENTATIVES 
ON BEHALF OF NATIONAL CONFERENCE OF STATE LEGISLATURES 

Good morning, Chairman Archer, members of the Committee. My name is John Dorso, I am the 
Majority Leader of the North Dakota House of Representatives and a member of the Executive 
Committee of the National Conference of State Legislatures. 1 am delighted to be here and thank 
you for holding this important hearing. NCSL is a bipartisan organization representing the more 
than 7,000 elected state legislators in all SO states and territories. At NCSL, legislators from both 
sides of the aisle come together to develop policies on issues of importance to the state-federal 
relationship. Members who testify on behalf of NCSL are guided by the policies and positions 
that have been developed over time and adopted by a three-fourths majority, ensuring a bipartisan 
approach to these vital issues. With that background, on behalf of NCSL, I am pleased to be able 
to talk with you today about our views of federal tax reform and its potential impact on the states. 

There are four main points that I wish to make today: 

1 . we are sympathetic to Congress' desire to reform a federal tax system that is viewed as 
complicated and unfair 

2. federal and state tax systems are inextricably linked 

3. any federal reform will have serious ramifications on the states, and 

4. state legislators must be involved from the beginning of the reform process 

NCSL understands completely the motivation for reforming the federal tax system in a way that 
encourages savings and simplifies the process. A strong argument can be made that America’s 
low savings rate is related to slow economic growth over the past twenty years. The complexity 
and resulting unfairness of the federal tax code, in and of itself, undoubtedly adds economic 
costs, to say nothing about the way it infuriates the nation’s taxpayers. I think it is safe to say that 
we are all quite sure our predecessors did not envision the type of tax system we have today 
when the states adopted the Sixteenth Amendment in 1913 and gave Congress the income tax. 

While any major restructuring of the federal system will raise complications for the states, NCSL 
nonetheless commends you for considering the pros and cons of reforms that may simplify the 
tax code and increase savings. Federal tax reform could have several advantages for the states. 

If reform led to a faster-growing economy, states would be able to collect more revenue and 
possibly lower rates. States and the federal government might also be able to cooperatively 
develop a more closely integrated system of federal and state taxation. Increased cooperation or 
integration could lower tax rates and increase the efficiency of tax administration, provided that it 
is approached in a manner that preserves the fiscal autonomy of the states. 

NCSL believes that federal tax policy should be fair and simple and should not encroach on the 
ability of state and local governments to adopt fair and effective tax systems to meet the 
commitments made to our shared constituencies. To preserve the fiscal viability of state 
governments, the federal government must consider the impact of changes in federal tax policy 
on the traditional revenue bases of state and local governments. You have started that process 
with today’s hearing, and we hope that this is just the beginning of the dialogue between us. 

Let me illustrate these concerns with an example that hits particularly close to home. In North 
Dakota, I serve in what is truly a "citizen legislature.’’ We meet for 80 days, once every two 
years. Our state income tax code is about as simple as it gets. North Dakotans pay fourteen and 
a half percent of their federal Income tax liability in stale income tax. Let’s get right to the point. 
If you do away with the federal income lax completely, then we’ve got issues to deal with. 
Foremost among them is the mathematical fact that fourteen and a half percent of zero is zero. It 
may take you at least two complete, very active years, to run through the debate and construction 
of legislation to restructure the federal tax code here in Washington. Back in Bismark, we’ll 
have to fix our end in much less lime, possibly in a special session. The more consultation and 
involvement we have from the outset, as partners in the reform effort, the easier it is for us to 
take care of our end when the lime comes. 

During the course of today’s hearing, I know you will also be hearing from some experts in state 
and local finance, the Federation of Tax Administrators, the Multistate Tax Coalition and the 
Government Finance Officers Association among them. These are very knowledgeable, 
experienced professionals who can get into the details and complexities of the other issues, such 
as collections problems, that I’ll touch on later. But let me recommend now. and NCSL endorses 
this recommendation, that not only should you have elected officials from state and local 
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governments working with you at the table, but early in the process, we put together a staff level 
working group to help iron out the technical and transitional issues. 

I’ll turn now to the remainder of our concerns. Specifically, state legislators are concerned about 
the following aspects of federal tax reform: 

1 . transition time, 

2. the potential for shifting the overall burden of tax administration to the states, 

3. the elimination of state and local income tax deductions, 

4. the potential effects on state and local bonds, 

5. further intrusion into the excise tax base which is a traditional revenue source for state 
governments, and of displaced state revenues. 

6. the negative impact of retroactivity 

You will hear others speak today on most of the above points, but 1 would like to address the first 
two items in greater detail. Despite the difficulties you have had here in Washington in getting a 
comprehensive restructuring plan passed, it seems that there is general consensus on the need to 
balance the federal budget and shift some responsibilities away from the federal government and 
back to the states. The details of that devolution obviously are still to come, but it is important 
that we take this opportunity to remember that state and local governments will need adequate 
transition time to adapt to the new system. Furthermore, as states begin to take on more 
decision-making responsibility for domestic programs, they will need added flexibility, not only 
in programmatic requirements, but in the ability to finance operations through a transition period, 
lust as block grants are not necessarily positive if the appropriations cuts that accompany them 
are too severe, tax reform may impose greater restrictive burdens on state and local governments 
if it is not done carefully Too often, Washington limits revenue options by preempting state tax 
authority. During any tax reform effort, do not take further actions that would have the 
unintended consequences of limiting our options, such as preempting our ability to tax certain 
revenue sources. Of equal importance is the fact that the states have balanced budget 
requirements, and can ill-afford to lose revenue through the retroactive application of any tax 
change. Implementation of a new tax system will require significant transition time on its own, 
we will need an even greater range of options to manage our operations during any dual 
transition period of tax restructuring and devolution. 

NCSL has not taken a formal position on any of the individual tax reform plans that have been 
proposed during this session of Congress; however we can address the potential implications of 
the different models as examples of our overall concerns, A flat tax has significant impacts on 
state and local government, especially since, in theory, there would be no deductions. NCSL 
would argue that of any deductions in the current system, the deduction for state and local 
income and property taxes must be maintained, otherwise, you create the potential for double 
taxation of our taxpayers. A flat tax, potentially altering the tax advantages of our bonds, also 
has serious potential effects on our ability to finance a great deal of public infrastructure projects. 
Furthermore, the loss of data for the federal tax that comes from information about the taxpayers’ 
sources of income would hamper any state’s ability to maintain a comprehensive tax system. 

This becomes even more problematic if. in the course of changing to a flat tax you decide to 
abolish the Internal Revenue Service altogether without retaining or transferring some of the data 
management functions, because the problems of data loss are compounded by the loss of a 
central repository of information. 

Speaking of the IRS and the administration of the federal tax system, we know that at least one 
major proposal on the table includes the idea that the states would collect and remit a national 
sales tax to the federal government. This is not quite as simple as it sounds, especially for the 
five states that do not even have a sales tax. Furthermore, in order to avoid an unfunded 
mandate, adequate federal administrative funds would have to be forthcoming for any effort that 
involves increased collection responsibilities for the states. 

Many of the same data-collection issues apply for states if the federal government were to move 
toward a consumption-based income tax in that it would be difficult for states to maintain their 
current systems, and many would be forced to conform to the new federal system or risk losing 
significant portions of their revenue base. A change to a national sales tax or value-added tax 
would also pose serious issues for states in the area of displaced revenue. The sales tax and 
excise taxes have been the most significant traditional revenue source for states. Currently, state 
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and local sales taxes range from 4.5 percent to 10 percent. A national sales lax rate on the order 
of 17 percent could raise some jurisdictions’ combined rate to over 25 percent. This could create 
a severe disruption in state revenue from the consumer's negative reaction to such a high rate. 

In summary, all of your options create serious issues for states, and will require a considerable 
amount of planning, and detailed attention. However, as 1 mentioned at the beginning of my 
testimony, tax reform would also give us an opportunity to work together to resolve some 
difficult issues. NCSL supports enactment of legislation to initiate a join! state-federal effort to 
collect unpaid taxes as well as permitting federal refunds to be offset for state income tax debts. 

It is my understanding that you recently had a hearing on one such proposal, H.R. 757, which 
would establish an offset program on a reciprocal basis for legally enforceable, past due slate tax 
obligations. This would further cooperative efforts in joint federal/state tax administration. 

In conclusion, any federal restructuring will create administrative complexities for all states, but 
especially for those slates whose tax system is most closely tied to the federal code, like North 
Dakota. Regardless of the type of reform you undertake, if restructuring is going to take place, it 
is imperative that we have a place at the table and work with you as partners in that effort. As 
legislators, that type of consultation and the institution of adequate transition time to implement 
reform are our top concerns. NCSL will be reviewing our tax reform policies this year, and as 
you get closer to having some details regarding which direction you will go, we will develop 
greater details on the specific consequences for states, which will determine in large part our 
ability to support any particular reform plan. 

Again, Mr. Chairman, I appreciate the opportunity to testily at today’s hearing. It is vital to our 
economic prosperity as a nation that we address the problems associated with the complexities of 
the federal tax system. We at NCSL, as elected leaders or the through a staff working group, are 
prepared to assist you and look forward to working with you as partners in your effort to 
undertake this challenge. I would be happy to answer any questions at the appropriate time. 
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Honorable John Dorso 
State Representative 
P.O. Box 7310 
Fargo, ND 5810? 

Dear Representative Dorse: 

This letter is to provide background information you requested on 
potential effects of federal income tax changes on North Dakota 
state income tax revenues. Enclosed are six copies of the North 
Dakota short-form income tax return for your infoi'mation . 

Also enclosed are six copies of a chart illustrating the percentage 
distribution of general fund estimated revenues for the 1995-97 
biennium. This chart indicates that 28.5 percent of estimated 
general fund revenues v/ill come from individual and corporate 
income taxes. Broken down, individual income taxes will contribute 
approximately 22 percent and corporate income taxes will contribute 
approximately 6.5 percent of 1995-97 general fund revenues. 

Attached to the copies of the chart is a copy of a table showing 
estimated general fund revenue receipts from various sources for 
the 1995-97 biennium. 

Individual incorre tax revenues for the 1995-97 biennium are 
expected to be ?298.7 million and the 1995 Legislative Assembly 
adjourned anticipating an til. 2 million ending general fund balance 
for the biennium. It would have taken only a 3.7 percent decrease 
in individual income tax revenues to wipe out the ending general 
fund balance for the biennium (However, please note that the 
current estimation of the ending general fund balance is 
$29.3 milliori) . Any change in federal income tax laws could 
necessitate a special legislative session in North Dakota if the 
timing of the federal action does not allow the North Dakota 
Legislative Assembly adequate time to react during its normal 
legislative sessions. 

Income tax returns in North Dakota can be filed under the long-form 
method, using federal adjusted gross income as a starting point, or 
the short-form method, using federal income tax liability before 
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credits as a starting point. North Dakota is one of only three 
states (Vermont and Rhode Island are the others) using federal 
income tax liability as a starting point for state individual 
income tax determination. Although North Dakotans have a choice of 
two filing methods, the short-form return method provides 
substantially lower liability for the great majority of taxpayers, 
and 97 percent of 1994 individual income tax returns were filed on 
the short-form return. 

We hope this provides helpful information. Please contact our 
office if you have further questions. 



JW/LMM 
Encs . 
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A Complete Copy Of Your Feder^ Return Must Be Attached 




Enter your Federal adjusted gross Inconie (From Unc 31. Fed Foim 1(40 or Line l6, 

; <1.1 Fo.ti [(MOA or Line 4, Fed Form 1 040E2 or Line D, Fed Tele Fik Worksheet) . ..(SX) 

Enter your Federal taxable income (From Line 37. Fed. Form 1040 or Lins22. 

Fed Fotm 1&40A or Linr 6, Fed Form 1 OiOEZ or Lme E. Fed Tele Rle WorktheW) - . (SS) 


Federal income lax liability :See )nsi. pa^e S) If you do not need the adju&lirtents provided tor on Lines 3 through 5, j i 


2. Federal adjusted gross mtome (From Line A above) (SH) 2 • 

3 Interest on l.'.S obligjiions (Reiidcr-s '>nty> (See insiructions) (SN) _ 3 _ t 

4 Nonresidents Only: (Attach Schedule NR) (See instructions) (SA) 

? Other fldenury) {Sec ir.sifuctions) (ST) 5 „ 

f> Tola’ (Add Lines 3, 4, and ?) ... 6 *■ 

V North Dakota adjusted gross income (Line ? less Line 6) (SC) _ 2 _ 

Line 7 divided by Line 2 (Round to nearest whole pcfcentagc) . . . \_ .L . 

Adjusted Federal ’ncotne tax liahibly (Line I muiiipbedby perccnuige on Line 8) (See insiruciions) (SI) ^ _ 

Nonh Dakota income lax [Line 9 TTiuluplied by -14 (14%)) 

Residents enter amount, if my. from Line 7. Schedule 4 (Cr for income lax paid lo another State) (See insir ) iSD) I ' 

NET TAX LIABILITY iLine lOtess Line 13) (CF) (SE) 12 ” 

Nonh Dakota income i;i'- withheld (Attach supporting W-Jiand I099s) . ... .(SF) { 13 . 

1995 estimated ijx payment* and amount applied from 1994 retum... .. ... (S&t I . 

Total payments (Line 13 plus Line !4> . . 

ir Line 15 Is Greater Than Line 1 2, Complete Lines 1» Through 20. If Lim 15 Is Less Than Line 12, Complete Lines 
OVERPAYMENT (Line 15 less Line 12) If less than S5. enter lero (Sol'^l 


37-S 


Amount of Line 16 you wish lo apply to 1996 estimated tax (SQ) 

Amount of Line 1 6 you wish to coninbuie to Nongame Wildlife Fund (SP) 

Amount of Line 16 you wish to coninbuie to Centennial Tree Trust Fund (SW) 

REFLSD (Line 16 less Lino 17, 58, and 19) If less than S5. enier »fo 


MAIL TO; 
STATE TAX 
COMMISSIONER 
STATE CAPITOL 
600 £. BLVD. AVX. 
BISMARCK, ND 
5S&0S-05S0 




n.£XS£BEXD 
mSTBUCnONSFDl 
LINES ir Ik i». 
2Z.23AN6S*. 


21 Tax due (Lire 12 less Line 15) if less (ban S5, enter zero . .. . . (SE)j2! 

22 Voluntary coniribuiion to Nongame Wildlife Fund (Only if tax due on Line 21). (SU) 

23 VolunUry coninbuiion lo Cenienrual Tree Trust Fond ( Only if tax due on Line 21) (SY) 

24 BALANCE DUE (Line 2 1 plus Lines 22. 23 and. if applicable. 25) Pay to STATE TAX COM MISSIONER - |24| | 

25 Total Interest from Form 400-UT (See instructioiD) ... (SO) I I DSt 


! declare under the penalties of Norxh Dakota Century Code § 12.1-1 1-02. which provides for a Class A misdemeanor for making a false statement in a 
govemmenlnl mauer that this reium. including any accompanying schedules and siaiemcnts, has been examined by me and lo the best of my knowledge 
and belief is a true, correct, and complete return. For Privacy Act Information, sec inside front cover oflnstructloD bookJel. 
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SUMMARY OF MAJOR LEGISLATIVE CHANGES TO GENERAL FUND REVENUES AS 
RECOMMENDED BY THE EXECUTIVE BUDGET FOR THE 1995-97 BIENNIUM 


Estimated Revenue 

Original 1995-97 
Executive Budget 
General Fund 
Revenues 

Legislative 

Chances 

Legislative 
1995-97 
General Fund 
Revenue Totals 

Beginning balance 

$ 60,141,000 

$(33,223,914) 

$ 26,917,086 

Sales and use tax 

592,396,000 

11,280,000 

603,676,000 

Individual income tax 

304,721,000 

(5,964,000) 

298,757,000 

Corporate income tax 

86,940,000 

1,390,000 

88,330,000 

Oil and gas production tax 

16,505,000 

581,000 

17,086,000 

Oil extraction tax 

22,205,000 

(4,339,000) 

17,866,000 

Insurance premium tax 

31,000,000 


31,000,000 

Wholesale liquor tax 

9,954,979 

116,021 

10,071,000 

Cigarette and tobacco tax 

44,968,000 


44,968,000 

Coal severance tax 

21,686,000 


21,686,000 

Coal conversion tax 

23.257,000 


23,257,000 

Departmental collections 

23,859,442 

2,955,059 

26,814,501 

Gaming tax 

25,867,000 

(3,414,000) 

22,453,000 

Interest income 

14,434,000 

1,074,667 

15,508,667 

Mineral leasing fees 

5,400,000 


5,400,000 

Business privilege tax 

5,000,000 


5,000,000 

Gas tax administration 

1,025,000 


1,025,000 

Transfer - Bank of North 
Dakota profits 

28,000,000 

31,900,000 

59,900,000 

Transfer - Mi 1 1 profits 

1,000,000 


1,000,000 

Transfer - State aid fund 

35,132,000 

312,748 

35,444,748 

Transfer - Lands and 
mi neral s 

2,000,000 


2,000,000 

Total 

$1,355,491,421 

$ 2.668.581 

$1,358,160,002 
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Chairman Archer. My thanks to all of you. You have all made 
an outstanding contribution. Let me assure you that your point 
that we should give adequate time for the States to change their 
process so that it can fit within whatever we do is well noted. I be- 
lieve all of us would agree that we must have a commitment to 
that, regardless of what direction we go. We must be aware that 
your legislatures only meet at a certain time, and sometimes only 
once every 2 years, and it is difficult to call special sessions. I can 
assure you that we will be very sensitive to that. 

I also would say to you that it is not the intention of this body 
to do anything this year on structural tax reform, but these hear- 
ings are veiy helpful to us in laying the predicate, in giving us the 
kind of input that we need to have so that we can do it in a very 
thoughtful and not precipitous way, because whatever we do, if it 
is truly structural replacement of the current income tax, is going 
to represent a major change, and major changes should not be 
taken lightly. 

Mr. Dorso, I was pleased to hear you talk about your own per- 
sonal experiences because each of us wears two hats in this world. 
We have certain professional or business entities or associations 
that we represent, or in your case, State governments, but we also 
are individuals. We have to deal with this income tax as individ- 
uals as well as whatever its impact may be on the entities that we 
represent. Sometimes, that brings a conflict of interest. 

I have asked every witness that has come before our Committee, 
if I can get you to put your personal hat on for 1 second and then 
we will get back to the entities that you represent. How many of 
you prepare his or her own income tax? 

[No response.] 

Chairman Archer. I am not surprised. There are only a few of 
us in the Congress who prepare our own income tax, and I continue 
to do it just for the chedlenge of it and to try to be sure that I have 
a greater understanding, in detail, of what this Committee is put- 
ting on other people. This year, as usual, I had to get an extension, 
because it is so complex and I could not get all the information to- 
gether that I needed to prepare my own income tax return. 

I am going to ask you another question that I have asked all wit- 
nesses. From a personed standpoint, what would it be worth to you 
individually not to have to file a Federal income tax, and I would 
like each of you to give me your best judgment response on that. 

Mr. Dorso. 

Mr. Dorso. Mr. Chairman, I will use another personal anecdote. 
I have six children and I own two subchapter S corporations and 
I am involved in some limited partnerships, and so forth, and so 
forth. I will tell you, when you have six children who are all in- 
volved in family businesses, and I did not do my own personal in- 
come taxes but I tried to help my children with theirs, are you 
talking dollars, time, or just frustration? 

Chairman Archer. No, I am talking about if you could quantify 
it as to a monetary value, what would it be worth to you — annu- 
ally, not over a lifetime. 

Mr. Dorso. In my own personal instance, between the two sub- 
chapter S corporations that I own and the children and everything, 
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I suppose it would cost me — I have not gotten the bill for this year, 
but it is going to exceed $7,000. 

Chairman Archer. So you would voluntarily pay $7,000 not to 
have to deal with the income tax in your personal life each year, 
is that a fair statement? 

Mr. DORSO. If you replaced the income tax with a check for 
$7,000, I will be happier than you can imagine. [Laughter.] 

Chairman Archer. Mr. Blackwell. 

Mr. Blackwell. About the same. 

Chairman Archer. About the same? Mr. Holden. 

Mr. Holden. I have been a public official as a legislator and now 
as a treasurer, so my tax return is not very complicated. But there 
is a tremendous amount of frustration on the part of the citizenry 
about the process that they go through. So any way that we could 
simplify it in this process, I think we should take a serious look 
at it. 

Chairman Archer. Ms. Didrickson. 

Ms. Didrickson. My personal story is going to be my son, who 
is 25 years old. He happens to be a bond trader and he has great 
appeal with regards to the simplification of the Tax Code at the 
Federal level. He does not make that much money. I believe the 
concept of being able to simplify that and not have to have some- 
body else preparing it when you are not making a great sum has 
great appeal, and I think it has appeal to the younger generation 
in a way that maybe none of us are actually as aware of. 

Chairman Archer. But could you place, as far as you personally 
are concerned, could you place a value on how much it would be 
worth to you not to have to deal with the IRS at all in your per- 
sonal life? 

Ms. Didrickson. I cannot put a monetary value to that, but it 
has tremendous appeal. 

Chairman Archer. Mr. Powers. 

Mr. Powers. Mr. Chairman, as long as I work for government, 
it is worth a couple of thousand dollars. If I go back to the private 
sector, it will be worth a lot more to me not to have to file an in- 
come tax return. I always felt it was disgraceful that people had 
to spend a lot of money to do a basic civic duty of paying your 
taxes. So it is worth a lot, I think, to a lot of us. 

Chairman Archer. I have always believed that it is very difficult 
to quantify the value of individual liberty and privacy, not to speak 
of all of the administrative redtape and what you have to pay a 
preparer and everything else. But the mere fact that there is an 
entity up here with enormous power over our lives to intrude and 
to demand records, to demand that you prove your innocence, even 
from the standpoint of individual liberty and privacy, that is worth 
something and it is very hard to quantify. 

But on one panel that I asked this question, a middle-income 
lady from Connecticut who was a witness, testified when I got to 
her, “I would give my first-bom child not to have to deal with it.” 
She had had some untoward experiences with the IRS, let me just 
say that. 

I think it is interesting to note that, but let us get back to more 
basic consideration. Mr. Powers, let me ask you, what was the ex- 
perience in New York City when we dropped the maximum mar- 
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ginal rate from 50 percent to 28 percent, insofar as the ability to 
negotiate your tax-exempt bonds and any other aspects of that 
change in the Federal law? 

Mr. Powers. I will have to give you my experience as a tax law- 
yer. I was not with the city government at that time. At a lower 
rate, the bond market was still favorable, because people adapted 
to the lower rate very quickly. They had the sense that this is the 
highest it ever should be, even though it was a tremendous reduc- 
tion in taxes for mostly the high-income earners. 

The municipal bond business was still good and people were still 
willing to invest. There was, I think, a little bit of hesitancy be- 
cause the benefit was not as good, but from my practice in advising 
people on how to avoid — avoid, not evade, Mr. Chairman 

Chairman Archer. I understand. 

Mr. Powers [continuing]. Avoid paying the maximum amount of 
taxes, this was still a vei^ important factor for them. 

Chairman ARCHER. I think that everyone should understand that 
the term “avoidance” is legal. The term “evasion” is illegal. 

Would you render an opinion as to what impact it may or may 
not have on municipal bonds if the rate were reduced from 28 per- 
cent — it is not 28 today, it is 39.5 percent today maximum mar- 
ginal rate — if that were reduced to 20 or 21 percent? 

Mr. Powers. The benefit you get would be less and I would 
imagine it would have a negative effect, although, believe me, I am 
not suggesting that we do not go to 21 percent by my answer on 
that. What I am saying is that is something we need to address, 
keeping municipal bond interest as exempt income I think there 
would still be a market for municipal bonds because people play on 
the margins and if they could get a better return, they would do 
it. 

Chairman ARCHER. So you think the city of New York would not 
be disadvantaged by that, as far as the interest rate on municipal 
bonds? 

Mr. Powers. Not if the Federal tax rates went down. If that is 
how it happened, I do not believe we would be terribly disadvan- 
taged. There may be some fallout, but I do not think a lot. 

Chairman ARCHER. You, I think, mentioned home mortgage in- 
terest as a deduction, too. That deduction would be worth less at 
20 or 21 percent than it is at 39.5 percent. Would you be concerned 
about that? 

Mr. Powers. Yes, I would, because I think when you look at your 
home buyers, especially the young home buyers, those percentages 
and pennies and dollars mean a lot, mean whether they can buy 
that house or not buy that house, very often, especially the younger 
people. It would perhaps more so have an effect on them than 
many of the people who buy municipal bonds and are dealing with 
wealth that they have accumulated and bought the bonds. 

So I would be very concerned about that, because having rep- 
resented many young homeowners in purchasing their home, the 
first home, as a practicing attorney, a lot of them are tight finan- 
cially. People tend to stretch a little bit. Homes are expensive in 
my area, and I think it could have a very negative effect, not only 
on people purchasing homes but in the long run, as I mentioned 
when I spoke, that if they do not buy the homes, they are not going 
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to accumulate the wealth. This wealth gets recycled. This is wealth 
when they sell those homes that gets invested over the years. So 
that is the negative effect I see happening. It would slow down the 
reinvestment of wealth. 

Chairman Archer. If the deduction were retained but the rate 
was 20 percent instead of 39.5 percent so that the deduction was 
not worth as much, would you see that as a problem? 

Mr. Powers. No. 

Chairman Archer. Mr. Rangel. 

Mr. Rangel. Thank you, Mr. Chairman. 

Mr. Powers, would you agree that whether or not we pull this tax 
system up by its roots or whether we remain sensitive to the de- 
duction of local and State taxes may depend on the outcome of the 
congressional elections next November? 

Mr. Powers. Mr. Rangel, you correctly said I did not come from 
politics, so I cannot kind of make 

Mr. Rangel. Do you think it could have an impact which way 
the elections go? 

Mr. Powers. I am not sure I understand the question. Certainly, 
the congressional election depends on who wins, who loses, and 
how they feel on these things. 

Mr. Rangel. Very good. We will discuss it with the mayor before 
the elections come up. We will talk about it. 

Mr. Blackwell, I know clearly what you are against. What type 
of revenue system do you have in the State of Ohio? How do you 
raise your taxes? 

Mr. Blackwell. We have an income tax and we have a sales tax. 
The income tax is a progressive tax rate system which has 

Mr. Rangel. If we wiped out the — I am sorry. 

Mr. Blackwell [continuing]. Which is five rates too many. 

Mr. Rangel. If we wiped out the income tax system, that would 
wipe it out for Ohio, too, would it not? 

Mr. Blackwell. It would not. It would change — the transition 
period. We would have to scramble for a definition of what is in- 
come, if, in fact, you do away with the U.S. income tax system, you 
have no definition. But that 

Mr. Rangel. That would be a State problem. 

Mr. Blackwell [continuing]. Would put us on even footing with 
all the other States. I am sure a State that has placed a now- 
Senator in space could figure out how to adjust to the situation. 

Mr. Rangel. No, no, I am just saying this. You stated that you 
are for advocating the wiping out of the Federal income tax system 
toward a flat tax that would be prosavings and anticonsumption. 

Mr. Blackwell. No, what I said — I think, if you listened to all 
of the panelists, in particular, the gentleman from New York, going 
to a single-rate tax system does not, in fact, do away with the in- 
come tax system of the Federal Government. It takes it from a pro- 
gressive, multirate system to a single-rate system, but it is still in- 
come based. 

Mr. Rangel. An income-based Federal flat tax. Federal flat tax, 
then you would support a flat tax for your State, as well, to piggy- 
back the Federal tax? 

Mr. Blackwell. Yes, sir. Absolutely. 
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Mr. Rangel. You would advocate the preservation of the exemp- 
tion or deductibility of the mortgage interest? 

Mr. Blackwell. Right, I would. 

Mr. Rangel. Would you support the deductibility of charitable 
contributions? 

Mr. Blackwell. I would. 

Mr. Rangel. Are there any other deductions you would support 
in this flat tax? 

Mr. Blackwell. Yes. You have named two. The other one that 
I would put on the table is the full deductibility for workers in this 
country of the payroll tax. Since employers can, in fact, write it off 
as a cost of doing business, I think that the workers of America, 
and particularly the State of Ohio, should have, in fact, the full de- 
ductibility of that very, very regressive tax. More young people in 
my State pay more in the payroll tax than they do in the income 
tax. So I think this opportunity that Congress has to radically 
change the entire tax system is very, very beneficial. 

Mr. Rangel. This contribution to the Social Security pension 
fund and the contributions to health care, you believe should be 
written off? 

Mr. Blackwell. Yes. My belief is that if you look at the demo- 
graphics, Representative Rangel 

Mr. Rangel. I am not arguing with you, but you believe it should 
be written off? 

Mr. Blackwell. No, no. What I am saying is if you look at the 
demographics, we are hoodwinking the people of this country to tell 
them that in 30 years 

Mr. Rangel. Mr. Blackwell, I am agreeing with you. I am agree- 
ing with you it is a regressive tax. I am just trying to make it clear 
that you would want it deductible, because by the time I get fin- 
ished with these deductibles, this flat tax is not going to be that 
flat, that is all. So I am agreeing with you about the impact. 

Mr. Blackwell. You hit my three deductibles. 

Mr. Rangel. All right. Do you have a city tax at all? 

Mr. Blackwell. In charter cities. Some of our charter cities have 
city taxes. 

Mr. Rangel. Pardon me? 

Mr. Blackwell. Some of our charter cities have city taxes. 

Mr. Rangel. In those charter cities, would you support allowing 
the citizens of the charter cities to deduct their city tax from the 
State tax, or would they have to pay the city and the State tax? 

Mr. Blackwell. Mr. Rangel, I believe that taxes are the prices 
we pay for government services. I believe in the principle of 

Mr. Rangel. I believe in all that you believe in, Mr. Blackwell. 
I am just asking you whether or not the tax rate — I am for simplic- 
ity, you see, so I agree with all those principles. It is just that when 
they put those lights on for me, it means I cannot talk anymore. 

Mr. Blackwell. I am terribly delighted to be here to discuss 
this. 

Mr. Rangel. We will meet again. My time is expired, but you 
and I are for good government, simplicity of taxes 

Mr. Blackwell. Absolutely. 

Mr. Rangel [continuing]. And deductibility where it is favorable 
to our constituency. 
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Mr. Blackwell. No, I am for what I think is in the interest of 
the American taxpayer. I am not here telling you that if it is good 
for the Ohio taxpayer and not good for the American taxpayer, 
since Ohioans are Americans, also, Mr. Rangel, that I would argue 
the narrow interest. 

I think that what we have to do is to deal with a tax system that 
is strangling economic growth, is the primary source of economic 
anxiety that the President and Members of this Congress talk 
about that is driven by two tracks. One is income stagnation and 
the sense of job security, and the only way that we are going to 
get the economy going again is to, in fact, unshackle it from a Fed- 
eral tax system that is confiscatory, antigrowth, antisavings, and 
anti-investment, and I 

Mr. Rangel. And antieducation and antitraining and antijobs 
and it has more people in jail than most civilized countries. That 
has some impact, too, does it not, Mr. Blackwell? Would the fact 
that we have more money invested in our jails than in our edu- 
cational system have some impact? 

Mr. Blackwell. What I am saying, Mr. Rangel, is that I think 
that we should, in fact, unleash the American economy, create jobs, 
lift incomes, and one of the ways that you can do it is, in fact, by 
simplifying a system that is suffocating with its complexity. 

Chairman Akcher. The gentleman’s time is expired. 

Mr. Rangel. I am agreeing with you. I thought you might want 
to agree with me. 

Mr. Blackwell. This is a lovefest. 

Chairman Archer. Since the gentlemen are in agreement, the 
gentleman’s time is expired. 

Mr. Crane. 

Mr. Crane. Thank you, Mr. Chairman. 

Loleta, the flat tax that we introduced in Illinois started the 
same year I came to Congress and I have been a champion of a flat 
tax all the years I have been here. I am in competition with my 
distinguished Chairman here 

Ms. Didrickson. I am aware. 

Mr. Crane [continuing]. Who wants to root the IRS out with a 
consumption tax. I pointed out to him that he has some validity in 
his arguments, since we went from 2.5 percent to 3 percent. Bill’s 
concern, of course, is that when you create a flat tax, subsequent 
Congresses can continue to ratchet it up. 

However, we do have a consumption tax along with our flat tax 
in Illinois, I was just explaining to him the worrisome thing about 
a consumption tax from my perspective is that people are not as 
painfully aware of what they are paying in taxes when you have 
a consumption tax as they are when they have to submit their pay- 
ment based on their earnings. I think we have demonstration of 
that, in part, in the State of Illinois, since our consumption tax is 
5 percent and our flat tax is only 3 percent. 

Be that as it may, and I am still open to further input from my 
distinguished Chainnan 

Chairman Archer. If the gentleman will yield, I did not intend 
to get into a debate with the flat tax versus consumption taxes 
today, but we will get into that at a later time. 



213 


Mr. Crane. That sounds good. But the fact of the matter is, in 
terms of the issue that Loleta brought up here, and that is the dif- 
ferential when you exclude unearned income, the differential that 
you have, then, in trying to offer attractive tax-exempt municipals 
or tax-exempt State bonds, the same principle would apply with re- 
gard to imposing a consumption tax. 

It is something that raises a veilid question to me, in part, except 
since those authorities have the power to tax, would not an offering 
of a municipal bond or a State bond still be more attractive at the 
identical rates that the private sector is offering? Would that not 
be more attractive than investment because of the fact that they 
have that endless power to tax and to raise the revenues to cover 
their outstanding liabilities? 

This, to be sure, would increase costs at the local and the State 
level. But it has always struck me as kind of unfair that with those 
advantages in an open market, that whether it is a local municipal- 
ity or a State, that they have that advantage of the tax-exempt sta- 
tus of the bonds they issue. Would it not be a fairer, more level 
playingfield if everybody is playing on the same terms? 

Ms. Didrickson. We have had that discussion in the Office of the 
Comptroller, and I will limit my comments to the Office of the 
Comptroller. In fact, there are many of us who believe that that 
would be a level playingfield and that there is an attractiveness to 
that discussion. But it also is recognized that it can increase costs 
with regards to going to the markets for capital projects. 

You are absolutely correct. Congressman, with regards to the 
consumption tax in the State of Illinois, too. I would like to briefly 
comment on that. We do have the 5-percent consumption tax, but 
we have been very careful in the Illinois General Assembly and the 
executive branch to not overburden it because it is a regressive tax, 
and that discussion and debate goes on repeatedly in the Illinois 
General Assembly. 

Getting back up to our flat tax, which you were talking about, 
indeed, we have raised it, but it has been at 0.5 percent since 1969 
and we have been very careful, very careful. So it has still re- 
mained a very broad, very low tax which has had a high yield with 
regards to revenue. 

Mr. Crane. I thank you all again for your testimony and I appre- 
ciate your input. Loleta, I look forward to working with you back 
home. 

Ms. Didrickson. Thank you. Congressman. 

Mr. Crane. Thank you all. 

Ms. Didrickson. Thank you, Mr. Chairman. 

Chairman ARCHER. Mr. Portman. 

Mr. Portman. I have a couple of questions for the panel that I 
would like to get in before our break. First, I thought Mr. 
Blackwell did a good job in the Ohio versus New York debate ear- 
lier with my friend, Mr. Rangel, but I want to give him a chance 
to talk about one of the issues where I think he may differ with 
some of the other panelists and that is in the area of tax-exempt 
bonds. 

I guess my question would be to Mr. Blackwell, and then perhaps 
Mr. Powers or another panelist might want to chime in. What 
would the effect be, in your view, of a flat tax or, let us say, the 
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flat tax proposed by the Kemp Commission, on tax-exempt munici- 
pal bonds? What would be the effect on the market? 

Mr. Blackwell. Thank you, Mr. Portman. Tax restructuring, in 
my opinion, will not take away any of the advantages enjoyed by 
municipal bonds, nor will it raise borrowing costs for State and 
local governments. Indeed, by strengthening the economy of the 
State and local governments, I think revenues will be increased 
and there will be a reduction in the need for welfare-related out- 
lays. 

In particular, tax-exempt securities will not fall in price. This 
concern is based on a misunderstanding of the relationship be- 
tween taxable and nontaxable securities and the functioning of the 
credit markets, and I think it is without merit. Interest rates con- 
sist of a basic rate of return demanded by lenders plus premiums 
reflecting differences in risk among the various securities, plus ex- 
pected inflation and taxes. Tax-exempt bonds do not have a pre- 
mium. Taxable bonds do. 

Under the single-rate system envisioned by the Commission, the 
tax premium in currently taxable bonds would fall to the current 
tax-exempt rates or levels, and I think that will result in no signifi- 
cant change in the tax treatment of tax-exempt bonds. Their prices 
and interest rates would be largely unchanged. 

Mr. Portman. That is interesting. Mr. Powers, do you have a 
comment, or do any of the other panelists? 

Mr. Powers. Yes, Mr. Portman. I think the key here is to keep 
the tax exemption for tax-exempt bonds. Tax-exempt bonds have 
lived through 70 percent tax rates back at one point when we had 
that on unearned income, and subsequently, 50 percent tax rates, 
and 28 percent tax rates, and they have thrived. 

The issue is that some of the thought is to take away the exemp- 
tion. That, I think, is dangerous. I think the market will adjust to 
different tax rates, and though we are talking one tax rate, over 
the years, tax rates have changed. I think the key here is to give 
some benefit to municipalities so that they can get a lower cost of 
funding, especially at a time when they have to fix infrastructure 
and Congress is giving less money. 

Mr. Portman. In effect, I think part of what Mr. Blackwell is 
saying is that the macroeconomic impact of a flat tax and all the 
efficiencies you get with that would have benefits that would super- 
sede some of the detriments that you might see to municipalities 
not having that exempt status. How do you answer that? 

Mr. Powers. I am not sure of that, and I have to say, flat tax 
is a very broad term, as we are talking here. I am not sure what 
the benefits would be that would offset losing the exempt status. 
We rely very heavily on that and spending $4 billion a year, it 
would have a big impact on New York if the costs went up to us. 

Mr. Holden. Congressman, nobody knows the answer to your 
question. I can bring up studies. We will give you every point of 
view on that issue. I think what I would hope this Committee 
would keep in mind, that at a time when more and more respon- 
sibility is coming back to the States and local governmental entities 
through handling public policy issues, it is also at the same time 
that we have to focus more of our effort on infrastructure, our 
roads, highways, and bridges. 
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This is a system that, by and large, has worked pretty well at 
the State and local level up through the years. Any changes you 
want to make, I would hope that you would look at them very care- 
fully and look at the long-term impact of what is being discussed 
before we dramatically change or remove the tax exemption for 
State and local bonds. 

Mr. PORTMAN. Unbelievably, I have the light, also. I think we 
have time for maybe one more comment. 

Mr. Dorso. 

Mr. Dorso. Congressman, I have heard the experts here, but I 
am just giving it my citizen spin. I think interest rates drive deci- 
sions about buying houses more than taxes. I have children who 
are in the process of buying houses, and a 2-percent swing in the 
mortgage rate is going to make a heck of a lot more difference than 
what you do in taxes. 

I think the bottom line is, municipal and State bonds, it is the 
same thing. I do not know how far you can go, and I do not know 
which way you are going to go, but the market will react. But in- 
terest rates drive the decision for me as a businessman, not nec- 
essarily the tax rate. That is the secondary consideration, and I 
think it would be for my kids. 

Mr. PoRTMAN. Ultimately, we get back to fiscal and monetary 
policy and its interplay with all this. Thank you all very much. 

Mr. Crane [presiding]. Mrs. Johnson. 

Mrs. Johnson. Thank you. We do have a vote, so I will keep my 
questions short and maybe one other person can get in. 

Ms. Didrickson, it is nice to have you. I enjoyed visiting with you 
last week. 

Ms. Didrickson. Thank you. Congresswoman Johnson. I did, too. 

Mrs. Johnson. I learned a lot about the example that you were 
setting and I know there are other State administrators who are 
setting this example, too, but certainly you and the treasurer in 
Connecticut have taken a lead in making government more effi- 
cient, cutting its costs and improving its performance. I commend 
you on your success. 

Your testimony interested me in this regard. If we go to a flat 
tax and we define the minimum taxable level differently than it is 
currently defined, and we define the base differently than it is cur- 
rently defined, excluding a lot of income that is currently taxable, 
then the take of any State income tax is going to be diminished. 

Ms. Didrickson. That is correct. 

Mrs. Johnson. Either you will have to tolerate that loss of reve- 
nue or you will have to have your own structure, which means that 
the whole goal of simplicity will be — and not real. That concerns 
me. It seems, from your testimony and from that of a number of 
the rest of the witnesses, that if we do not do this in harmony with 
you — at least now there is a certain harmony. People can figure out 
what their State taxes are and deduct it. The two systems have be- 
come somewhat integrated and simplified. 

But if we do this certain ways, we could end up forcing both mu- 
nicipeJities and States to have their own tax law so they can define 
a base that will yield them the revenue that they want and a level 
of income eligibility that will yield them the base. That concerns 
me. I had not realized the possibility of this enormously difficult 
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complexity that could result from “simplification” at the Federal 
level. 

Ms. Didrickson. I do not think that it means necessarily that 
our tax system in the State of Illinois, our flat tax would become 
more complicated, but it does mean that — we are one, out of the 
seven flat tax States, we are one of the four that uses AGI, the ad- 
justed gross income, so we would have to change our baseline to 
reflect that. That also means we would have to make revisions 
within our Tax Code and determine what kind of revenue we would 
be producing. Those are decisions that we would need to make at 
the State level, but those are decisions that I believe that we very 
well could answer and make at the State level. 

But that gets back to the position that NASACT has requested 
along with NAST and a number of the others, is that give us 
enough time to be able to react to it. It does not mean that it is 
not doable, and I do not believe that it makes it more complicated, 
but we do have to make adjustments, and one that you have raised 
there is one that I raised in my testimony with regards to the base- 
line. 

You also mentioned the fact that there are a number of States 
who are looking to become smarter, smaller, and clearly, I think 
there probably is not a constituency for maintaining the IRS at 
100,000 employees and at a $10 billion annual appropriation. So I 
think that we need, and I believe that concertedly, together, the 
Federal Government and the State governments need to be able to 
look to a system that will provide simplicity, make the taxes flat- 
ter, and make them simpler to conform. I think that is a goal that 
we at the State are certainly looking to do and I am delighted that 
you, at the Federal level, are doing the same thing. 

Mrs. Johnson. Mr. Holden. 

Mr. Holden. Congresswoman, I believe there are 37 States that 
are tied directly or in some capacity to the Federal tax system, so 
you make a major change, you are going to talk about a lot of 
States having to come in and address this issue. 

What the Chairman said a while ago about wanting to work with 
the States and local communities, I appreciate, because we are all 
in this together. What you do up here is going to have a very dra- 
matic impact on how we address these issues at the State and local 
level. 

As you come forward with your ideas on what you are seriously 
taking a look at, I would encourage you to reach out and touch all 
of our organizations. Give us the specifics that you are wanting. 
Let us go back and talk individually with our States to come for- 
ward so that you have the best information possible, and trying to 
come forward with a comprehensive, appropriate tax reform bill 
that I think we all would genuinely like to see happen. 

Mrs. Johnson. I guess in closing, what I think is very important 
for you and all your organizations to do is to look at what you 
think the definition of taxable income ought to be under, say, a flat 
tax scenario, because if we exclude whole categories of income, that 
will have a lot of influence, what rates you are obliged to look at. 

Then I think it is very important that there be some agreement 
among the States and the Federal Government as to what is going 
to be deductible so that we do not get into an erratic pattern where 
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deductions vary widely across the States and are very different 
from the Federal pattern. We need, as a society, to decide whether 
charitable deductions are in or out, whether home mortgage deduc- 
tions are in or out, whether R&D credits are in or out, and health 
premium taxes and so on. 

So if we should go the flat tax direction and we do not come to 
some agreement on the definition of the base and the basic deduc- 
tions, then we have the potential to have an enormous impact. 

Thank you. 

Chairman Archer. The gentlelady’s time has expired and our 
time is about to expire to make this vote. 

I want to thank each of you — in fact, I do thank each of you for 
coming today. I understand there are no further questions, so this 
panel is excused. After we have voted a couple of times, the Com- 
mittee will come back. In the meantime, we will be in recess. We 
will hear our next panel when we do return. 

[Recess.] 

Chairman Archer. The Committee will come to order. The Chair 
would like for our next panel of Arthur Lynch, Harley Duncan, Dan 
Bucks, Frank Shafroth, and Deborah Doxtator to take seats at the 
witness table. 

My greetings to each of you as witnesses and thank you for com- 
ing to testify before the Ways and Means Committee. As you are 
recognized, if you will identify yourselves for the record before you 
commence, and then if you would, please, try to limit your oral tes- 
timony to 5 minutes or less. Without objection, your entire written 
statement will be entered into the record. 

Mr. Bucks, would you lead off, please. 

STATEMENT OF DAN R. BUCKS, EXECUTIVE DIRECTOR, 
MULTISTATE TAX COMMISSION 

Mr. Bucks. Thank you, Mr. Chairman and Members of the Com- 
mittee. My name is Dan Bucks and I am the executive director of 
the Multistate Tax Commission. The commission is an organization 
of 40 State governments, an interstate compact agency that works 
to preserve federalism and ensure fairness in State taxation of 
interstate commerce. 

This committee is to be commended for these hearings on the 
State and local impacts of Federal tax restructuring. WTiile they 
have gotten little attention to date, these impacts are likely to 
prove to be one of the two or three most important issues of all in 
Federal tax restructuring. 

The stakes are very high. If Congress fails to deal properly with 
the State arid local impacts. Congress could centralize govern- 
mental power in Washington on a scale never seen before in our 
Nation’s history. It could do serious damage to State and local gov- 
ernments across the Nation and disrupt even the most basic and 
elementary public services. 

In particular, if Federal tax restructuring centralized more power 
in Washington, it would reverse Congress’ recent efforts to transfer 
responsibilities to State and local governments and its enactment 
of landmark protections against unfunded mandates. However, 
Federal tax restructuring could become the “mother of all unfunded 
mandates” and could end federalism in this Nation, and with it 
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limit the freedoms and flexibility that are nurtured and supported 
by federalism. 

Are these dire consequences inherent in any major restructuring 
of Federal taxes? No, certainly not. Are they possible if some of the 
current proposals are adopted without significant changes that 
take account of State and local needs? Most certainly, yes. The 
State and local impacts of each major Federal tax proposal vary 
and each proposal should be evaluated from the viewpoint of how 
much choice it leaves the citizens of the States to fashion their own 
tax policies. 

The current system supports a wide range of choice in State and 
local tax policy, with sales, income, and property taxes being mixed 
in different proportions across the Nation. A major goal of Federal 
tax change should be to leave the citizens of the various States 
with as much freedom of choice in tax policy as possible. 

Consider first the proposals for a national sales tax to replace the 
Federal income tax. As proposed today, these plans to repeal the 
Federal income tax effectively repeal State and local income taxes, 
as well, because of constitutional, administrative, and international 
treaty problems. 

The Federal Government provides a legal, administrative, and 
auditing infrastructure and a set of international tax treaties that 
are a foundation for State income taxes. It is unclear how States 
would be able to reconstruct this infrastructure independent of the 
Federal Government, and even if they could, there appears to be 
a constitutional barrier to independent State income taxes because 
the due process clause likely prohibits States from requiring infor- 
mation reporting from certain out-of-State businesses. 

Income taxes raise 25 percent of State general fund revenues. 
Thus, these current proposals for a national sales tax to eliminate 
the Federal income tax, and therefore the State income tax, would 
blow a large hole into State budgets and effectively eliminate in- 
come taxes as a policy choice at the State and local level. 

If States are also mandated to conform their State and local sales 
tax bases to the base of the new national sales tax, virtually all 
power over State tax policy will be transferred from State capitals 
to Congress, while the budgets of States and some local govern- 
ments would have been decimated. 

Further, the burden of most Federal, State, and significant local 
finance would be stacked upon a single base of sales transactions 
with the combined rates reaching the stratosphere, as high as 40 
percent or more, according to some estimates. 

Take the example of two States, Oregon and Montana. The citi- 
zens of those States have gone to the ballot box more than once to 
choose income taxes instead of the sales tax as their primary State 
revenue source. A national sales tax to replace the Federal income 
tax without protecting State income taxes would nullify the votes 
of the citizens of those States. They would no longer be able to levy 
State income taxes and their States would be forced by congres- 
sional edict into a system of sales taxation that they have rejected 
in free and open elections. 

There are solutions to these problems. Congress can take action 
to enable States to continue to levy income taxes, and it could de- 
velop a sales tax in full cooperation with the States. However, 
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these solutions require a level of cooperation and a partnership be- 
tween the States and Congress that is rarely seen. 

Let us turn now to the flat tax and the USA plan. Plans of these 
types contain broad-based general business taxes that, in fact, have 
already been pioneered by the State of Michigan, and Congress 
could well learn from this State experience. In many ways, these 
broad-based bu.siness taxes provide States with a broad foundation 
of choice to fashion their own business tax systems. So there are 
some major federalism pluses to these plans. 

However, there are also some federalism minuses. By repealing 
the individual taxes on dividends, interest, and capital gains, cur- 
rent flat tax plans effectively repeal taxes on the same items for 
the States. Again, a State fiscal loss would occur and the policy 
choices available to citizens would be narrowed. 

Tennessee, for example, levies an income tax on investment in- 
come only, and the flat tax would foreclose the policy choice that 
Tennessee has made. Again there are solutions, but they require a 
partnership between Congress and the States. 

The USA plan would create incentives for persons to convert de- 
ferral of State taxes on saved income into a permanent exemption 
by moving from one State into another. Both fiscal problems and 
conflicts among the States will result. And again. Congress and the 
States need to work together to find solutions. 

The Multistate Tax Commission joins with the other organiza- 
tions who have testified here in calling for the creation of a joint 
congressional-State staff working group to evaluate the federalism 
impacts of each major proposal for Federal tax change. 

Beyond that modest step, the commission also raises a bold and 
revolutionary idea for establishing tax policy in this Nation. Be- 
cause the relationship between Federal and State interests are so 
great, we propose that those features of any new tax system that 
overlap Federal and State interests be enacted by an interstate 
compact between Congress and cooperating States. 

A compact is the one vehicle consistent with federalism to estab- 
lish a true partnership between Congress and the States, and the 
mechanism is ideally suited to preserving federalism as the Nation 
moves to a new tax system because a compact would require a full 
consideration and reconciliation of Federal, State, and local inter- 
ests involved in a major tax change. 

A compact between Congress and the States would also promise 
an economic dividend. If the base and the intergovernmental fea- 
tures of a new tax system were enacted by compact, the tax system 
would be more stable and potentially less costly for government, 
business, and citizens to administer. A base established by compact 
would be less likely to change, so investors could plan and make 
investments with the security that they would face fewer surprises 
from either the Federal Government or the States. Coordinated ad- 
ministrative mechanisms established by compact could cut costs of 
compliance and administration for the private and public sectors, 
alike. 
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If Congress and the States worked together in full and complete 
partnership, they can both preserve federalism and improve eco- 
nomic growth and efficiency. If Congress does not work with the 
States, however, the results could dramatically reverse the efforts 
of this Congress to return power from Washington, DC, to the 
States and could be extremely disruptive for State and local gov- 
ernments. 

Thank you. 

[The prepared statement and attachment follow:] 
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Federal Tax Restructuring: Perils and Possibilities for the States 
By Dan R. Bucks, Executive Director, Multistate Tax Commission 


An historic debate is developing over the nature of the federal tax system. Several 
national leaders are seeking to replace federal income taxes with consumption or other 
taxes that shift the tax burden away from capital income. Each of these proposals will 
affect state fiscal systems in fundamental ways. 

The central irony of the emerging debate is that while the federal government is 
transferring expenditure responsibility to the States, most of the major tax changes 
would effectively reduce the tax policy choices available to States. State officials need 
to be engaged in this discussion to preserve the vitality of federalism. 

This article reviews three major variants of consumption taxes advocated by various 
Members of Congress: 

• the National Retail Sales Tax (NRST) introduced by R^resentadves Dan Schaefer 
(R-CO), Billy Tauzin (D-LA) and Dick Chrysler (R-MI). (This bill is H.R. 3039). 
Senator Richard Lugar (R-IN) has also advocated a national sales, although he has 
not yet introduced legislation; 

• the Flat Tax proposed by Representative Richard Armey (R-TX) and Senator 
Richard Shelby (R-AL) and a variant thereof introduced by Senator Arlen Specter 
(R-PA). (These bills are H.R. 2060, S. 1050, and S. 488, respectively); and 

• the Unlimited Savings Allowance (USA) Tax introduced by Senators Sam Nunn (D- 
GA) and Fete Domenici (R-NM). (This bill is S. 722). ' 

A transactional Value-Added Tax (VAT) is also discussed because its impact on States 
closely parallels the proposed National Retail Sales Tax. However, although proposals 
for such a VAT have been introduced in the 104tb Congress, they are discussed only 
briefly because they have not been proposed as a substitute for the existing federal 
personal and corporate income taxes.^ Finally, a fiflb proposal, by Rqtresentative 
Richard Gephardt, is not reviewed here because it does not propose major changes in 
federal taxation of business. 

Each of the plans discussed here is intended to improve the U.S. savings rate by 
shifting the bur^n of taxation to consumption and by providing direct or indirect 
incentives for investment and savings. Because each of the proposals takes a different 
form, they will affect state tax systems in different ways. Nonetheless, with respect to 
state taxation, the proposals share a common characteristic: compared to current 


^ Senator Jeff Bingaman (D-NM) haa also advocated substituting the Boren-Danforth Business Activities 
Tax (BAT), a “subtraction method” value-added tax, for the existing corporate incoine tax. See: 
Scrambling to Pay the Bills: Building Allies for America's Working Parties, February 28, 1996, pp. 
17-19. Most of the observations made here regarding the business-level tax embodied in the Nunn- 
Domenici USA Plan apply with equal force to the Boren-Danforth BAT. The Boren-Danforth BAT was 
proposed in the Comprehmisive Tax Restructuring and Simplification Act of 1994, S. 2160, 103d 
Congress. 

^ See the VATs proposed in the Deficit and Debt Reduction and Health Care Financing Act of 1995 
introduced as S. 237 by Senator Ernest Hollings (D-SC) and in the National Health Insurance Act 
introduced as H.R. 16 by Representative John Dingell (D-MI). 
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circumstances, all of the proposals would leave the States with fewer tax policy 
choices. 

The current structure of federal and state tax systems combines consumption taxes— 
state sales taxes— with “ability to pay” taxes— federal, state and local income taxes. If 
the federal government moves to a consumption tax, it will be difficult, if not 
impossible, for States to maintain “ability to pay” income taxes in their revenue mix. 
Administering a state individual or corporation income tax without a federal tax would 
be extremely difficult, if not impossible, for nearly all States. To a large degree. States 
currently rely on federal income tax definitions of income, expense and other relevant 
items and begin state tax computations from a federal starting point. In addition. States 
rely extensively on federal audit and compliance programs for their own purposes and 
are reliant as well on federal information reporting and withholding rules for their own 
administration. Without this infrastructure, it is unlikely that States would be able to 
administer an income tax without substantial additional capacity and without additional 
complexity to taxpayers. They may also run into Constitutional issues that would 
prevent effective administration, especially with respect to requiring information 
reporting by out-of-state corporations. Ultimately, these Constitutional issues may 
prove to be the greatest barrier to continued State use of income taxes in the absence of 
a federal income tax. Thus, the proposed federal tax changes will narrow the diversity 
of tax policies available to the States, and the entire federal/state fiscal system will shift 
to various forms of consumption taxes. 

The Federalism Impacts — Briefly 

Space does not allow for a full discussion of the impact of each proposal on our 
system of federalism. This high-level assessment of the three major plans 
demonstrates, however, that the impacts are significant and vary somewhat among 
them. 

National Retail Sales Tax. Replacing the federal income tax with a single 
transactional tax, such as the Schaefer/Tauzin/Chrysler NRST or a Euro-VAT, will 
also require that States shift in large part to such a tax. As noted above, it seems 
unlikely in the extreme that a State could effectively maintain and administer an income 
tax in the absence of a federal counteipart. Thus, a primary federalism impact of these 
transaction tax proposals is that States would no longer have the option of including 
ability-to-pay income taxes in their tax mix. 

With all income taxes repealed, a single tax base— consumption— would be used to 
flnance the majority of federal and state services and a substantial share of local 
services. No other major industrialized country relies to such a high degree on 
transactional consumption taxes; instead they t^ically mix consumption and ability-to- 
pay income taxes much as the States do now.’ 

The limits on policy choices would be especially dramatic in the five states that do 
not now levy a state sales tax: Alaska, Delaware, Montana, New Hampshire and 
Oregon. Sales taxes are a divisive issue in these States, and indeed Montana and 
Oregon voters have specifically rejected such taxes in referenda on several occasions. 
Yet, under a NRST or Euro- VAT, these States would likely have to abandon their 
traditional reliance on income taxes. The impact on these States highlights in the 


’ This heavy feliance is likely to lead to higher rates than some envision. The 15 percent rate included in 
the Schaefer/Tauzin/Chrysler NRST does not acknowledge the need of States to find a replacement for 
their income tax receipts. After accounting for the need to r^lace state income taxes, plus the likelihood 
that the final tax base will be narrower than the pure consunqrtion base used to calculate the IS perc«it 
rate, the final combined federal-atate-local tax rate necessary to raise revenues equal to federal and state 
income taxes, plus current state and local sales taxes, would be in the 30 perc^t to 40 percent range. 
Similarly, the rate for a Euro-VAT would likely be much higher thsn its advocates anticipate. 
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extreme the constraints placed on the policy choices of all States under a shift to a 
federal transactional consumption tax. 

A NSST or Euro-VAT would also raise the key federalism issue of the autonomy 
allowed States to defme the bases (and perhaps rates) of state sales taxes or VATs. 
Admirably, the Schaefer/Tauzin/Chrysler NSST leaves states free to retain their own 
sales taxes and opt-out of administering the federal tax. Whether such a dual system 
would be politically sustainable in the long tun is open to question, however. It seems 
likely that that American business conununity would apply intense pressure for 
mandatory consolidation, and it is true that a consolidated federal-state tax would be 
easier to administer for taxpayers and tax administrators alike. 

However, consolidation of the two levels of taxation would mean that Congress 
would control the structure of state retail sales taxes. And, given that these proposals 
may compel States to abandon income taxes, the result is congressional control of the 
major share of the general fund revenues of most States. This control could even 
theoretically lead over time to congressional earmarking or restraining of the uses of 
state revenues, the NRST or Euro-VAT leads to States losing the authority to 
determine tax policy for themselves, the balance of power in our federal system will 
shift profoundly in favor of the luitional government. 

Others may argue that the loss of autonomy in tax policy will be outweighed by the 
efftciency benefits to the national economy arising from a common national tax. 
Proponents could also argue that States will enjoy the revenue benefits of Congress 
enacting a tax base that is broader than most States have been able to adopt on their 
own. Whether the federal base would remain immune over time to the inevitable 
process of exemptions and special exceptions is yet to be seen, however.* 

There is also no assurance that Congress, after gaining control of the federal and 
state tax base, will retain the benefits of national uniformity. Indeed, Congress has 
prohibited States from taxing certain “government-sponsored enterprises,” such as 
“Fannie-Mae,” while continuing to subject such enterprises to federal income taxation. 

The stakes in this debate between economic efficiency and political autonomy are 
very high for the States. The authority to determine tax policy is a core element of 
sovereignty. With that power comes the indqrendence to set expenditure priorities. 
Ultimately, the combination of the repeal of federal income taxes and mandated 
conformity to a federal transactional tax would make States much more dependent on 
the federal government. 

Space does not permit a discussion of all the important issues raised for States in the 
context of a National Retail Sales Tax. The proposal for states to administer the 
Schaefer/Tauzin/Chrysler National Retail Sales Tax deserves serious consideration.’ 
State administration likely ensures greater attention to details important to States as well 
as to issues of natioiud importance. State administration might also provide a means of 
resolving the use tax nexus issue; interstate sales would be taxed under a national sales 


* Moreover, it is not certain that a fedetai NRST base that will (presumably) include most household 
purchases of services wiil necessarily be appreciably larger than existing state sales tax bases. States 
currently tax significant amounts of brrsiness inputs, which will be exempted rmder a national sales tax 
because taxing them at rates as high as 15-20 percent would lead to sigrrilicant economic distortions. The 
expansion of the state sales tax base to include household services may not do much tt»te than 
compensate States for the loss of the sales tax base comprised of such business inputs. 

’ A member of the California State Board of Equalization (the agency charged with responsibility for 
administering that State’s sales tax) has set forth a detailed proposal for state administration of a national 
sales tax. See: Ernest J. Dronenburg, Jr., "SAFCr: State Administered Federal Consumption Tax: The 
Case for State Ad mini stration of a Federal Tax,” paper prepared for the New York University Annual 
State and Local Taxation Conference, November 30, 1995. 
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tax, and it would make little sense to have the States administer a federal tax on such 
sales while remaining effectively powerless to tax them themselves. 

Nunn-Domenici USA Plan. The tax plan proposed by Senators Nunn and 
Domenici combines a “federalism friendly” operational (Michigan-style) VAT with a 
consumed income tax that has the potential to divide the States. 

At the business tax level, Nutm-Domenici propose a subtraction-method VAT that 
would be administered like an income tax. Such a tax is “federalism-friendly” because 
States could readUy “piggyback” on what would be a robust, broad-based tax. States 
could simply transport their current apportionment formulas from the corporate income 
tax arena to the new operational VAT. Michigan’s experience — especially with the 
U.S. Supreme Court’s approval of apportioning an operational VAT in Trinova^— 
serves as a model for other States. New Hampshire as well now has several years of 
experience with administering an operational VAT. 

'The Nuim-Domenici operational VAT would also benefit States by reducing 
problems created under the corporate income tax by the artificial shifting of income 
overseas via transfer pricing. The Nunn-Domenici plan alleviates the transfer pricing 
problem because export sales are exempt from the tax and import purchases are taxed. 
(In technical terms, it is a “border-adjusted” VAT). 

While the business tax portion of the Nunn-Domenici plan is workable from a 
federalism perspective, the individual consumed income tax may be a different matter.'^ 
The “source tax” issue that arose in conjunction with pensions, ISAs and other tax- 
deferred retirement income would be magnified under the USA plan.' A person could 
add to savings and receive a deduction while a resident of a consumed income tax 
State, but then retire to a low-rate or non-mcome tax State.’ The incentive to retire to 
such a State would greatly increase relative to the current situation because the 
exemption (or low rate) would apply not only to pension benefits but to all savings 
vehicles. 

States could de-couple from the USA savings deduction without creating severe 
administrative complications. However, there would likely be signiflcant political 
difficulties in eliminating at the state level a federal tax deduction that would be popular 
with individuals who have significant savings. 

A federalism advantage of the USA plan is that it does not interfere with the 
operation of state sales taxes. A federalism disadvantage is that States may find it 
difficult to retain a traditional “ability-to-pay” income tax. However, that difficulty 
appears to be more political than technical or administrative, since interest, dividend, 
and capital gain income would continue to be rqx>rted to and audited by the federal 
government. 

Armey-Shelby and Specter Flat Taxes. These plans aim at the goal of corporate 
tax integration, whereby all income is theoretically taxed only once. There is no 


' Trirutva Corp. v. Michigan Dept. afTreaswy, 498 U.S. 358 (1991). 

’ Under the proposal, the individual tax base would be equal to income Irom wagea, inteieat, capital 
gains, and dividends less net additions to savings. 

' Congress recently preempted the authority of States to tax, under the source principle, IRS-qualilled 
pension and certain other deferred compensation benefits paid to former residents. See: H.R. 394, 

Public Law 104-95. 


’ The issue will be exacerbated to the degree that individuals are able to borrow funds, up to certain 
limits under the USA plan, to increase their savings deduction. 
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taxation of consumed wage income twice as there is under the USA plan,*" and there is 
no taxation of corporate business profits twice as is commonly alleged in the current 
system. Business profits and employee ffin^ benefits (except pensions) are taxed at 
tte business entity level. Wages, salaries and pension benefits are taxed at the 
individual level. Senator Specter’s plan would allow for the deduction of home 
mortgage interest and charitable contribudons; the Armey/Shelby Flat Tax would not. 

States could readily piggyback on the business operational VAT contained in both 
these Flat Tax plans, just as they could in the USA plan. Unlike the USA plan, 
however, transfer pricing rem ains a problem because the Armey/Shelby and Specter 
flat taxes do not qualify as “border adjustable” taxes. Hence, export sales are taxable, 
and import purchases are deducdble as business inputs. Therefore, the same incentives 
to undn-ptice exports to related foreign parties a^ to overprice imports from related 
foreign suppliers exist as under the current corporate income tax. Moreover, without 
the “backstop” of taxation of repatriated dividends, income once shifted overseas by 
U.S. mul tinati onal corporations is removed from the U.S. tax base forever. Allowing 
global enterprises to shift income through transfer pricing is a major federal policy 
failure, and under these Flat Tax proposals it becomes even mom important to solve 
this problem. On the other hand, the reduction of tax rates under the ^t Tax relative 
to the current corporate income tax may decrease the incentive for artificial income 
shifting somewhat. 

The individual tax proposed in the Armey/Shelby and Specter Flat Tax proposals is 
designed in a manner that would make it difiicuh to impossible for States to retain a 
traditional individual income tax which includes interest, dividends and capital gains in 
the base. The administrative infrastructure for the taxation of these types of income 
would no longer exist because of the elimination of the information repotting on these 
items. States that prefer a traditional income tax as a part of their fiscal mix would 
effectively no longer have that choice." On the other hand, as with the USA plan, a 
federalism benefit of the Flat Tax plans is that States could retain their sales taxes 
without inherent federal interference. 

Possibilities 

While major change in the federal tax system will present challenges to States 
and localities, it may also produce an opportunity to improve the operation of tax 
systems at all levels of government. Such improvements would likely require 
coordination and cooperation between federal, state, arxl local governments. State 
officials should be full partners with federal officials in exploring such potential 
improvements. 

Interstate compacts between Congress and participating States should be 
etqtloted as the mechanism most consistent with federalism for mitigating potential 
adverse impacts on the States from federal tax changes and for maximizing the benefits 


Coomimed wages are taxed at the individuat level under the USA Tax. and, because they are not 
deductible from the busineas tax base, they are effectively taxed at that level as weU. 

* * This narrowing of tax policy choices for the States might be potentially mitigated were Congress to 
empower States with the ability to require income information repotting by out.of-state companies or to 
contimie to collect the information and aliare it with States on a cost-reimbursement basis. States, in 
turn, could cooperate through an interstate compact that would provide a baaic, uniform legal structure 
for state income taxes. Such an approach would be conaistmit with federalism and would avoid forcing 
all the States into a “otw size fits alT* tax system controlled only by Congress. Beyond supporting 
principles of federalism, the federal interest in preserving a state option for income taxation (even if not 
used at the federal level) would be to prevent the rate of federal consumption taxes from being so high 
that they produce their own forms of economic distortion and incentivea for evaaion. 
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of coordination among federal, state, and local taxes. Interstate compacts, freely 
entered into by States, could forestall congressional imposition of tax policy on the 
States. At the same time, interstate compacts provide a means of voluntarily 
harmonizing otherwise separate and potentially disparate tax policies. Compacts are 
especially called for if the federal government were to enter the field of transactional 
consumption taxation long relied upon by state governments as a major source of 
revenue. 

States caimot afford to ignore the debate over the shape of the nation’s tax system. 
AH of the major proposals for federal change will constrain the tax choices available to 
the States to some degree. It is ironic that as States are being assigned more 
expenditure responsibilities, they may be left with fewer revenue choices. The choice 
that States can make now is to try to influence the decisions of Congress that will 
vitally affect their future tax authority and revenue systems. 


A resolution adopted by the Multistate Tax Cominission at its 1995 Annual Meeting (which is attached 
to this article) commits the Commission to "^studyiing] and considerfingj carefully the potential for state 
administration of coordinated national taxes, including the use of an interstate compact as a legal vehicle, 
consistent with preserving state authority wi thin the federal system, for establishing a coordinated system 
of national taxation within States participating in the compact.” 



227 





Impacts on State Tai Administration of Proposals for Major Federal Tax Changes 

WHEREAS, a number of announced candidates for President in the 1996 election and 
members of the congressional leadership in both parties have recently set forth detailed proposals 
or otherwise called for major changes in fundamental federal tax policies, and 

WHEREAS, several of these proposals call for enactment at the federal level of a 
comprehensive transactional tax on consumption, which has heretofore been almost exclusively a 
major source of revenue for States and local governments, and 

WHEREAS, enactment of such a tax would raise significant issuer, of coordination with 
existing state and local sales taxes, would likdy lead to pressure to confoim state and local sales 
taxes to the federal base, and could constrain the ability of state and local governments to retain 
the existing level of reliance on sales taxes or to achieve increases in sales taxes that might be 
judged necessary in the future, and 

WHEREAS, at least one announced proposal for a comprehensive federal consumption 
tax contemplates its administration by the States on behalf of the federal government, and 

WHEREAS, some proposals for enactment of a comprehensive transactional tax on 
consumption contemplate such a tax as a complete substitute for federal corporate and personal 
income taxes, and 

WHEREAS, elimination of the federal corporate and personal income taxes would 
eliminate federal income tax legal frameworks, definitions, income information reporting, tax 
withholding and tax auditing upon which States depend critically for cost-effective enforcement of 
their own taxes and thereby raise critical issues concerning the cost and feasibility of instituting 
these requirements and activities at the state level, and 

WHEREAS, other proposals for comprehensive reform of the federal personal income 
tax base, (he substitution of a consumed-income tax for the personal income tax, and the 
substitution of a business activities lax for the federal corporate income tax would, given 
widespread conformity to federal tax bases, similarly lead to major transitional adjustments in 
state tax policy and administration, and 

WHEREAS, some proposals for overhaul of the personal income tax raise issues unique 
to States, such as a potentially greater share of the consumed-income tax base becoming subject, 
not to deferred taxation at the time of consumption, but rather permanent exemption if consumed 
in a non-taxing State, and 
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WHEREAS, in sum, all of the major extant proposals for comprehensive federal tax 
reform have major implications for the ability of States to retain their current tax policies and 
systems of tax administration, and 

WHEREAS, the proponents of these proposals have given virtually no indication that 
they are aware of their potential implications for States, and 

WHEREAS, interstate compacts represent a partnership approach between Congress and 
the States that could be the means for coordinating overlapping federal and state taxes that is the 
most consistent with the balance of power within our federal system of government 

NOW, THEREFORE, BE IT RESOLVED, that the Multistate Tax Commission 
respectfully calls upon the Congress of the United States to consider fully the potential impact on 
state tax policy prerogatives and state lax administration of all proposals for comprehensive tax 
reform that it may consider, to consult fully regarding these impacts with all relevant 
organizations of state officials, including the Multistale Tax Commission, prior to the mark-up of 
any such legislation, and to devote at least one hearing on any such piece of legislation to its 
potential impact on state taxation, and 

BE IT FURTHER RESOLVED, that the staff of the Multistate Tax Commission will 
analyze all of the major proposals for comprehensive reform of the federal tax system that are 
offered during the next several years and advise the Member States with regard to their impact on 
the ability and cost to the States of retaining their current systems of taxation, and 

BE IT FURTHER RESOLVED, that the Multistate Tax Commission will seek to 
coordinate and serve as a clearinghouse for research by Member State revenue agencies on the 
impacts of the various tax overhaul proposals, and 

BE IT FURTHER RESOLVED, that the Multistale Tax Commission will work 
diligently to bring before the U S, Congress and other state government organizations all 
information available to it concerning the impact of federal tax overhaul proposals on state 
taxation and to ensure that Congress considers these impacts in its consideration of these 
proposals, and 

BE IT FURTHER RESOLVED, that the Multistate Tax Commission shall study and 
consider carefully the potential for slate administration of coordinated national taxes, including 
the use of an interstate compact as a legal vehicle, consistent with preserving state authority 
within the federal system, for establishing a coordinated system of national taxation within States 
participating in the compact 

1 995, by the Multistate T ax Commission. 
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Chairman Archer. Thank you, Mr. Bucks. 

Mr. Lynch, would you proceed, please. 

STATEMENT OF ARTHUR R. LYNCH, PRESIDENT-ELECT, 

GOVERNMENT FINANCE OFFICERS ASSOCIATION; AND 

DIRECTOR OF FINANCE, CITY OF GLENDALE, ARIZONA 

Mr. Lynch. Thank you, Mr. Chairman. Good eifternoon. My name 
is Arthur R. Lynch and I am the president-elect for the Govern- 
ment Finance Officers Association. I am the director of finance for 
the city of Glendale, Arizona, Phoenix being one of our larger sub- 
urbs. We appreciate the opportunity to speak before you this after- 
noon. 

Today, I want to describe to you how dramatically and promi- 
nently Federal tax policies are linked to State and local govern- 
ment finance in the areas of infrastructure and tax-exempt financ- 
ing, public pensions and benefits, and also in State and local tax- 
ation. 

Tax-exempt bonds will lose their unique standing as tax-exempt 
income under several of the reform proposals. The fiscal con- 
sequences of this change are an extremely serious matter. The 
State and localities will not be able to afford important projects, in- 
cluding federally mandated infrastructure facilities, without this 
proven source of below-market, low-cost financing. 

Municipal bonds are the only debt instrument available to turn 
people’s savings into schools, subways, tunnels, roads, and other in- 
frastructure facilities. Remed^ng the infrastructure deficit should 
be one of our national priorities because of the fact that productiv- 
ity improvements and national economic growth are tied to infra- 
structure investment. The infrastructure deficit particularly hurts 
businesses that rely on those public facilities to move their finished 
goods, to acquire supplies, to get things to the market, and to make 
a profit that can be reinvested. 

Let me give you an example of some of the direct impacts that 
our citizens in the City of Glendale experienced. We just completed 
going to the financial markets with a bond financing. The tax-ex- 
empt rate on those bonds was a little below 5 percent. The cost to 
our city and, as a result, to our citizens was 5 percent plus the di- 
rect cost of issuance, the remarketing risk, and those other compo- 
nents that are passed on by the underwriting firms. 

A taxable issuance of those very same securities would have re- 
sulted in an interest rate of approximately 2 percent higher, not 
only from the standpoint of the market rate but also to the city 
with the additional taxable costs of issuance that are there from 
having to tell the story about that particular bond. If those bonds 
are taken to the market as a speciad taxable issue, which we have 
done, they are usually at that higher cost, which means our citi- 
zens resultantly pay higher fees. Normally, that means that there 
is less opportunity to complete facilities, roads, and other infra- 
structure facilities which are needed. 

Let me address the Federal tax provisions affecting the bonds. 
The Federal tax provisions that affect the bonds need to be 
changed, changed to reduce some of the regulatory complexity, to 
provide more flexibility for public-private partnerships, and to pro- 
vide for other innovations. Low-cost tax-exempt financing should 
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not be forsaken, especially in light of Congress having created new 
mechanisms such as State revolving funds for financing 
wastewater and transportation issues. 

Tax-exempt bonds are used to leverage the limited Federal con- 
tributions that go into these funds. I would like to also use an ex- 
ample from Glendale as we have used that type of financing. When 
we borrowed from the revolving fund to do wastewater projects, our 
interest rate was obviously subsidized or leveraged by the financial 
contributions. The interest rate was approximately 3.4 percent, 
whereas in a taxable market it would have been approximately 5.4 
percent. On a $40 million deal, we were looking at what would 
have been an extra $800,000 in cost to our citizens if it was han- 
dled as a taxable deal. 

The key point here is that the taxable market requires a higher 
rate of contribution in terms of interest, which also requires a high- 
er Federal subsidy on those leveraged loan programs. What this 
means, translated to the average citizen that resides in our juris- 
diction, is that there is less accomplished for the municipality in 
terms of the projects, which means less accomplished for them as 
citizens of both the locality and our Nation. 

Tax reform will jeopardize the creditworthiness of State and local 
governments and could lead to municipal bond defaults if govern- 
ments no longer have the revenues to pay their bondholders. Our 
revenue systems are so entwined with the Federal Tax Code that 
national reforms will throw many of these systems into chaos. I 
have included more detail about these issues in my written testi- 
mony. 

One in particular is the loss of the income and property tax de- 
duction. If it is eliminated, it would increase pressure on the States 
and localities to lower existing tax rates and would certainly make 
it more difficult to increase taxes to provide additional services in 
the future. 

Let me now turn to my concerns about public pensions and bene- 
fit programs. State and local governments recognize the value of 
providing adequate retirement income for employees. Also, they 
provide health care for their employees and they take a very strong 
interest in Federal tax policies that support these programs. 

Under all of the leading tax reform proposals, employee benefits 
would receive less preferential treatment than they do under the 
current law. Basically, the major impact is in three areas. Changes 
in the tax treatment of pensions and contributions will decrease 
the value of pensions to employees. The plan’s sponsorship could 
decline, since there would be a higher cost and less affordability. 
And employees will have a stronger preference for wage income 
rather than the deferred pension income after reform. 

As the health care providers of last resort. State and local gov- 
ernments also are concerned that proposals to tax employer-paid 
health insurance and individual health premiums may shift the 
payment of health care insurance from employers to employees. 
This could greatly increase the number of uninsured persons and 
our health care expenses, also. 

One of the top problems and issues that has already been high- 
lighted somewhat is that State and local governments might be 
taxed by the Federal Government. One proposal is to require gov- 
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ernments to pay a Federal excise tax based on the value of fringe 
benefits provided to government employees. As the Federal Govern- 
ment is turning more responsibilities over to State and local gov- 
ernments, it should not tax them. 

The central issue of tax reform is one of who wins and who loses. 
Many of the reform changes would impose higher costs on State 
and local governments without providing resources or new mecha- 
nisms for dealing with those additional costs. 

While there are some benefits associated with tax reform, we 
cannot conclude overall that it is a win-win for States and local- 
ities, and if it is not a win-win for States and localities, obviously, 
our constituents will also be sharing in the losing proposition. 

Mr. Chairman, Members of the Committee, we welcome this op- 
portunity to share our concerns with you, and we encourage you to 
call on State and local governments for assistance as you continue 
to review Federal tax policies. 

Thank you. Chairman Archer. 

[The prepared statement follows:] 
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Introduction 

Good morning Mr. Chairman and members of the Committee. My name is Arthur R. Lynch 
and 1 am the President-Elect of the Government Finance Officers Association (GFOA), a 
professional association representing over 13,500 state and local government elected and 
appointed finance officials and other finance professionals. I come from Glendale, Arizona, 
where I serve as the Director of Finance. I am here today representing GFOA as well as the 
1 8 other state and local government organizations and the following three public pension 
organizations listed below: 

• Airports Council International - North America 

• American Association of Port Authorities 

• American Association of School Administrators 

• American Public Gas Association 

• American Public Power Association 

• American Public Works Association 

• Association of Local Housing Finance Agencies 

• Association of Metropolitan Sewerage Agencies 

• Association of Metropolitan Water Agencies 

• Council of Development Finance Agencies 

• Council of Infrastructure Financing Authorities 

• Education Finance Council 

• National Association of Counties 

• National Association of Higher Educational Facilities Authorities 

• National Council of Health Facilities Finance Authorities 

• National League of Cities 

• National School Boards Association 

• U.S. Conference of Mayors 

and the following public pension organizations: 

• National Association of Government Deferred Compensation Administrators 

• National Association of State Retirement Administrators 

• National Council on Teacher Retirement 

The purpose of this testimony is to provide a broad overview of the many and diverse 
possible impacts of tax restructuring on state and local governments, including cities, 
counties, retirement systems, school districts and other special districts and authorities. As 
you will see, the potential effects of various proposals are widespread and will affect many 
of the basic functions of state and local governments, including their ability to finance 
infiustructure and raise revenue. Anticipating and analyzing these effects will be important 
to Congress as it considers the many tax policy options it has to choose from in designing a 
new tax system. We intend to show how dramatically and prominently federal policies on 
taxation are linked to state and local finance. In particular, 1 will discuss the following 
possible outcomes of federal tax system overhaul: 

• the loss of municipal bonds’ unique standing as tax-exempt income, 

• the loss of the only tool states and localities have for financing infi-astructure, 

• a decline in state and local government creditworthiness, 

• erosion of retirement savings and health care coverage, and 

• the imposition of new federal taxes and spending demands on state and local 
governments. 
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In spite of these possible developments, there are many state and local government officials 
who are supportive of federal income lax system reforms. Achieving simplification in tax 
compliance; stimulating economic growth aimed at increasing incentives for taxpayers to 
work, save and invest; and promoting fairness are indeed laudable goals. However, the 
question officials at each level of government should ask is if the undesirable and unintended 
consequences of tax reform are an acceptable price to pay for the promised, but perhaps 
unrealized, benefits of various replacement tax systems. 


Municipal Bonds Will Lose their Unique Standing as Tax-Exempt Income 

Municipal bonds lose their unique standing as tax-exempt income under a number of the 
replacement tax scenarios. If state and local governments lose access to this proven source 
of below-fnarket, low-cost financing, they will not be able to meet their borrowing needs. 
Furthermore, the long-established preferential treatment for interest earned on bonds issued 
by state and local governments will be abandoned at a time when states and localities need 
more, not less, capacity to finance government programs. Municipal bonds are affected in 
the following three wa\ s, and in each case, the preferential treatment that bonds now enjoy 
is eliminated; 


• a flat tax is adopted .and all investment income is e.xempt from income 
taxation. 

• the current income lax system is modified and the exemption for tax-exempt 
interest is eliminated, and 

• the income tax is replaced by a retail sales or other consumption tax and no 
interest income is taxed. 

Analysts and observers agree that a change in the tax treatment of municipal bond interest 
will have an impact on stale and local government borrowing. There is a difference of 
opinion, however, on what the impact would be. Some observers believe that yields on 
municipal securities would rise substantially and the value of outstanding bonds would fall, 
leading to increased costs of borrowing for state and local governments. Others maintain that 
lowering tax rates for all borrowers will offset the negative effects of tax reform on 
municipals bonds. 

We understand the argument that is being made that post-tax reform interest rates will fall 
and state and local borrowing costs will be the same or lower even without the preferential 
treatment. However, state and local governments are concerned about the claim that rates 
will automatically come down if the proposals are passed. Market experts have suggested 
that interest rate sensitivity to tax code changes may be overstated and other factors 
influencing interest rates might stand in the way of a decline. These factors include 

• the rate of inflation. 

• the business cycle, 

• overall borrowing needs. 

• Federal Reserve policies 

• the size of the federal budget deficit, 

• interest rates in other countries, and 

• rate of return expectations of tax-exempt investors and foreign investors who 
are not subject to the federal income tax. 


The municipal bond market is an important source of capital financing and even the slightest 
upward adjustment in interest rates will cause a significant rise in borrowing costs over the 
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life of a bond. Generally, tax-exempt interest rates are approximately 20 to 30 percent less 
than taxable rates depending on a number of factors. If an A-rated government borrows 
$100 million for 30 years and its interest rate increases to a taxable equivalent from 5.9 to 
8.6 percent, the interest it must repay increases by 57 percent. 

With the loss of tax exemption, state and local governments will not be able to afford 
important projects, including those that are for federally mandated facilities. Questions also 
arise as to whether the impact of the loss of tax exemption will be shared equally by all 
municipal bond issuers or whether, small, infrequent borrowers would be more adversely 
affected than would large bond issuers. These borrowers might lose their access to the 
national capital market. 

Without tax exemption, municipal interest rates would be expected to be higher than 
Treasury fates because municipal securities are riskier. It has been estimated that highly 
rated municipal bonds would pay a 30 to 50 basis point premium and lower-rated offerings 
of municipal issues could pay as much as 200 additional basis points, which is a full two 
percentage points higher. One potential benefit of the change in tax treatment of municipal 
bond interest is increased demand for state and local bonds by pension funds and other tax- 
exempt entities. Everything else being equal, this analysis might offer some encouragement 
for increased demand and lower interest rates; however, current municipal investors would 
be attracted to other credit markets if all investment income is treated in the same way so 
there might be a decline in their demand. 

The fiscal consequences of the loss of tax-exempt bonds’ unique status and higher borrowing 
costs are extremely serious matters for Congress to consider. 


States and Localities Will Lose the Only Tool They Have for Financing Infrastructure 

During recent years, there have been a number of studies that have estimated this nation’s 
infrastructure needs and other studies that have shown the important relationship between 
infrastructure investment and productivity. Improved productivity creates jobs and incomes, 
makes the economy grow and spins off more income and savings that improve our standard 
of living. Municipal bonds are the only debt instrument available to turn people’s savings 
into schools, subways, tunnels, roads and other infrastructure facilities. Low municipal bond 
rates are good public policy and tax-exempt financing accomplishes savings and investment, 
which is one of the important objectives of the tax reform effort. 

The quantity of public capital infrastructure is inadequate and one doesn’t have too look far 
to see crumbling infrastructure. Remedying the infrastructure deficit should be a national 
priority because national economic growth is tied to infrastructure investment. The 
infrastructure deficit particularly hurts businesses that rely on transportation facilities as well 
as other public facilities to acquire supplies, move finished goods to market and make a profit 
that can be reinvested. 

Instead of destroying this special financing tool. Congress should be examining ways to 
make it better suited for tackling present-day infrastructure problems. Overregulation is the 
hallmark of tax-exempt financing and the bond provisions included in the Tax Reform Act 
of 1986 imposed oppressive regulatory requirements such as the arbitrage rebate on state and 
local government issuers. The regulatory regime that bond issuers must live with is a 
regulatory nightmare. Money spent on accountants, lawyers and rebate compliance staff in 
state and local governments should be put to more productive uses such as paying for 
infrastructure. The federal tax law needs to be changed, changed to provide flexibility for 
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public-private partnerships and other innovative techniques for making progress in public 
capital investment. 

It is unthinkable for Congress to turn its back and walk away from the infrastructure deficit 
without providing some system of support for public capital infrastructure investment. Low- 
cost tax-exempt financing has not been able to provide all that is needed, but it should not 
be forsaken, especially now that Congress is creating new mechanisms such as state 
revolving loan funds that rely on state and local borrowing to leverage the limited federal 
contribution going into the funds. 


The Creditworthiness of State and Local Go vernments Will be Jeo pardized 

Other aspects of tax reform will jeopardize the creditworthiness of state and local 
governments and could lead to municipal bond defaults if governments no longer have the 
revenues needed to pay their bondholders. The revenues of state and local governments are 
so entwined with the federal lax code that national reforms will reverberate throughout state 
and local government tax systems and throw many of those systems into chaos. Some 
examples of federal changes that will affect the ability of state and local governments to raise 
revenues are: 


• changes in the mortgage interest deduction, 

• changes in the property and ineome tax deduction, 

• abandonment of the federal income tax, 

• adoption of a federal retail sales tax, and 

• adoption of a federal value-added tax. 

Most local governments rely heavily on property taxes for the generation of revenue. If the 
home mortgage interest deduction were eliminated or limited, many analysts maintain this 
would cause real estate and property values to fall. If combined with the elimination of the 
property tax deduction, the effect on local property tax collections could be severe. Any 
noticeable loss in the value of homes will affect local governments, who nationwide rely on 
property taxes for 76 percent of their own-source revenues. 

Many loeal governments will not be able to make up for this lost property tax revenue. 
According to a survey by the Advisory Commission on Intergoverrunental Relations and the 
National Association of Counties, counties in 37 states have either state constitutional or 
statutory ceilings on either the property tax rate or the amount of property tax revenue. Local 
governments in many states also have to obtain voter approval for any increases in property 
tax rates. 

The federal income lax deduction for state and local government income taxes is a long- 
standing feature of our system of fiscal federalism. This deduction prevents double taxation 
of income and builds fairness into the tax system by ensuring that taxpayers have the ability 
to pay their taxes. If this deduction were eliminated, it would increase pressure on states and 
localities to lower existing rates and would certainly make it more difficult to increase taxes 
in the future. 

Many state and local income taxes are coupled with the federal tax system by using the 
federal tax base as the starting point for calculating their income taxes. If the federal income 
tax is eliminated, many governments may not be able to maintain their income tax and would 
need to explore other legal options. Clearly, if such changes occurred, a lengthy transition 
period would be needed for states and localities to make adjustments in their revenue 
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systems-and in some instances, they might have to go to the legislature to obtain legal 
authority to employ other sources. While not as common at the local level as the state level, 
an often overlooked point is that the income tax is a significant source of income for a 
number of local governments. In a similar vein, if the federal estate tax is repealed, as is 
proposed, states that rely extensively on the federal estate tax for their own death tax base 
most likely would have to abandon their own death tax revenue source. 

Elimination of the federal income tax in favor of a national retail sales or another 
consumption tax would create a whole host of problems for state and local government sales 
tax systems. A national retail sales tax would preempt a state and local government revenue 
base and restrict the tax policy options of these governments. Most certainly, these 
governments would be required to conform to the federal tax base and they would lose their 
discretion to do as they now do and exempt certain transactions for public-policy purposes. 
Centralization of tax administration at the state level is expected to occur so that only one 
level of government is collecting the taxes. If states are asked to take on more administrative 
duties, they must be compensated fairly by the federal government for their services. 

There are two particularly uorrisome developments that are likely to occur if a federal retail 
sales tax is adopted. More tax evasion may be the result of the high retail sales tax rate 
brought about by the aggregation of local, state and federal sales tax rates. A powerful 
financial incentive will exist to avoid taxation altogether. Additionally, states and localities 
would be limited in their ability to raise their sales tax rates in the future because of limited 
tax headroom. Since all taxes are ultimately paid from the same pockets, an increase in 
federal tax collections would make state and local collectors less welcome. 

Through the years, there has been considerable debate as to which would be the more 
desirable addition to the national tax system-a value-added tax (VAT) or a retail sales tax. 
For state and local governments, both options present problems. As with a federal retail sales 
tax, there is the concern that states and localities might find it more difficult to increase sales 
taxes. Another issue we believe needs to be given considerable thought is the tax treatment 
of state and local government services. 

Recently, GFOA asked Association members from Canada to share some of their 
experiences with the implementation of the Canadian version of a value-added tax that went 
into effect in 1991. Local government services are not subject to the Goods and Services Tax 
because of the enormous difficulty involved in assigning a “price” for these services. 
Instead, local governments are treated as the ultimate consumer of their own services and the 
tax is imposed on the governments. Before selecting this approach, two others were 
considered: levying the federal VAT on local property taxes or having the local governments 
assess the value of their services, pay the tax and then collect the amount of the tax from the 
public. Local governments were able to obtain a rebate for a portion of the taxes they paid 
on their purchases from firms. However. Canadian local government officials noted that the 
complexity involved in obtaining a rebate is “horrendous" because of the administrative 
burdens. 

In designing a VAT, Congress should consider these very complex issues and take into 
account the fact that states and localities might want or need to piggyback on to a federal 
VAT because of the disruption to their own tax systems caused by elimination of the federal 
income tax. Once again, we emphasize the fiscal dependency of our federal, state and local 
tax systems and the absolute necessity for public officials at all levels of government to be 
involved in tax reform discussions. 

Finally, transition difficulties abound if a new federal tax system is adopted. While there 
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may be ways to ease these problems, they invariably add complexity and delay the benefits 
of the new tax system 


Retirement Savings an d Health C are Coverage Will Be Eroded 

State and local governments recognize the value of providing for an adequate retirement 
income and providing adequate health care for their employees. It is for this reason that they 
have taken a strong interest in federal tax policies that provide incentives to stimulate 
retirement savings and promote health care coverage as well as federal programs to 
encourage private citizens to plan and save for retirement. 

Under all of the leading tax reform proposals, employee benefits would receive less 
preferential treatment than they do under current law. If, as some believe, tax benefits are 
the driving force behind the size and formation of health and pension plans, then the tax 
restructuring proposals could create a serious concern for these employee benefit systems, 
impacting all employers and employees, including state and local governments and their 
employees. 

Pensions —The value of pensions to employees is likely to decrease for two reasons. First, 
many of the proposals would effectively place all individuals’ savings on a equal footing 
with amounts deferred under qualified pension plans. Second, contributions to pension 
plans might be included in the employees’ current income, which is taxable. The overall 
effect on existing plans is uncertain, but there may be some preference for more current 
income (wage income) over deferred income (pension contributions) by employees. 

If there is a decline in plan sponsorship due to federal tax policy changes, it is more likely 
to occur in the private sector where federal regulations are more onerous and where the profit 
motive may be stronger than the desire to achieve universal coverage for employees. There 
is some concern that the expected erosion in private sector pension contributions could 
spillover and affect state and local governments. To attract qualified employees, and 
compete with private employers, governments might consider scaling back pension benefits 
to provide a more attractive compensation package that gives greater emphasis to wages than 
to pensions. 

The effect of decreased plan sponsorship may actually have the exact opposite effect than is 
desired under the reform proposals. Aggregate national savings may actually decrease even 
under a new tax system that encourages personal savings. Some employees might increase 
their personal savings, but the overall savings of lower-paid employees is likely to dwindle. 
This would occur if employers were not making pension contributions for these employees 
and the employees did not have the personal resources to offset the loss of their employers’ 
contributions. If this occurs, there will be increased pressure on all governments to provide 
a safety net for their citizens who do not have adequate retirement incomes. 

Health Benefits — The advantages for health benefits are diminished under the tax proposals 
as well. For individuals, some of the tax alternatives would implicitly tax employer-paid 
health insurance as part of an individual’s income and/or would tax individual health 
premiums. Regarding employers, most of the tax alternatives would no longer allow a 
deduction for employer-paid health insurance or any other fringe benefit. While the 
deduction does not apply to state and local governments, some proposals include an excise 
tax on certain benefits provided by tax-exempt entities. All of these considerations provide 
a disincentive for private and public sector employers to provide adequate health benefits to 
employees. 
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If the value of health insurance premiums is included in taxable income, coverage would be 
more expensive and all employers, private and public, would be expected to incur higher 
insurance costs and pass those higher costs on to employees as lower wages, higher 
employee premiums or less generous coverage. Health insurance rates for all purchasers also 
would increase due to individuals purchasing more individual coverage to make up for lower 
coverage from their employers. These individual purchases would increase average rates for 
all purchasers, including state and local governments. 

While it is difficult to determine the full extent to which employee benefits will be affected 
by any new tax structure. Congress and the Administration need to be aware of the broad- 
based implications. They should also consider the possible impact on public programs, such 
as public hospitals. Social Security and Medicare. If individuals fail to take advantage of the 
new tax system to save the required amounts, and/or employers are less inclined to provide 
retiremenf and health benefits, federal entitlement programs and services may be 
significantly impacted. 


New Federal Taxes and Spending Demands Will Burden Governments 

On top of the problems and issues we have already highlighted, state and local governments 
may be burdened with new spending demands as a result of tax restructuring. The loss of 
tax-exempt financing for nonprofit organizations and the elimination of or reductions in the 
charitable deduction would be expected to increase pressure on state and local spending. 
Charitable organizations provide services that might otherwise fall to government. Another 
potential new cost is related to health care. The loss of the employer deduction for health 
care benefits may shift the payment of health care insurance from employers to employees. 
In turn, this might greatly increase the number of uninsured persons and put new pressures 
on the health care expenses of states and localities, who serve as health care providers of last 
resort. 

Under various proposals, state and local governments would be required to pay new federal 
taxes. Just as the federal government now exempts states and localities from the federal 
income tax, they should be exempt from any new federal retail sales or value-added tax. 
With respect to the value-added tax, state and local governments should not have to pay it 
themselves and they should be able to obtain a rebate for taxes paid at earlier stages of 
production that affect the prices paid for their purchases. 

A particularly bothersome proposal is the new excise tax that would be imposed on state and 
local governments and other tax-exempt employers under a flat tax. The tax would be based 
on the value of fringe benefits paid to employees of these organizations and is intended to 
put these employers on a level playing field with private sector employers who would lose 
their deduction for fringe benefits. As the federal government is turning more 
responsibilities over to state and local governments, it should not be taxing those entities and 
impeding their ability to finance new responsibilities. 
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Concluding Remarks 

The central issue of tax reform is who wins and who loses. As we have shown, many of the 
reform changes would impose higher costs on state and local governments without providing 
resources or new mechanisms for dealing with these higher costs. While there are some 
positive impacts for state and local governments associated with tax reform, we cannot 
conclude that overall it is a win for states and localities. 

Congress should carefully examine all of the impacts and if it proceeds with tax overhaul, 
it should find ways to ctise the financial burdens states and localities will experience. As an 
example, it should examine the appropriateness of other federal laws in light of a new tax 
system. One candidate is the federal law that prohibits states and localities from taxing 
interest earned on federal securities. 

Mr. Chairman and members of the Committee, we welcome this opportunity to share our 
concerns with you and encourage you to call on state and local government officials and their 
organizations for assistance as you continue to undertake your review of federal tax policies. 
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Chairman Archer. Thank you, Mr. L 3 mch. 

Ms. Doxtator, welcome to the Committee. If you will identify 
yourself, you may proceed. 

STATEMENT OF DEBORAH DOXTATOR, CHAIRWOMAN, ONEIDA 
TRIBE OF INDIANS OF WISCONSIN 

Ms. Doxtator. Good afternoon, Mr. Chairman and Members of 
the Committee. My name is Deborah Doxtator and I am the chair- 
woman of the Oneida Tribe of Indians of Wisconsin. We are a mem- 
ber of the nation of the Iroquois Confederacy from which this 
American Government learned the concept of a government of, by, 
and for the people. We are proud that our model of governmental 
checks and balances, upper and lower houses, and separations of 
power became the foundation for the America which we now all 
enjoy. 

We are also pleased that you acknowledge that our government 
and the treaties under which we have forged our relationship con- 
tinue. On behalf of our 13,000 Oneida citizen members and our 
nearly 4,000 employees, I am honored to speak before you today. 

It pleases me that this Committee understands that we are not 
simply a race of downtrodden. We are not simply an American mi- 
nority. We are, and since the founding of this country have consist- 
ently been, a federally recognized governmental entity. As such, we 
come before you today to express our views on the tax proposals 
currently being considered. 

It is important that Congress clearly understand the unique 
problems of Indian country before restructuring the Tax Code. Tax 
reform without this understanding could cause the already horren- 
dous economic conditions in Indian country to become even worse. 
Any new tax structure should allow for the favorable treatment of 
income which is used for health care, education, and housing. 

It is also imperative that Indian tribal governments be given 
every opportunity to provide for the needs of their membership, 
just as any State or local government would. Each bill should rec- 
ognize the need for tribes to utilize tax-exempt financing methods 
and their ability to impose taxes of their own. 

In brief, in Indian country, the unemployment rate was at 56 
percent in 1990 and on some reservations it exceeds 85 percent. Of 
the 2 million American Indians and Alaskan natives in the United 
States, 605,000 live below the poverty level. The median family in- 
come of all American Indian families was $21,750, compared to 
$35,225 for all American families in 1990. The on-reservation per 
capita income level was $4,478, compared with $8,328 for all Amer- 
icans in 1990. 

As established under Revenue Ruling 67-284, Indian tribal gov- 
ernments are not subject to Federal taxation on their income. Trib- 
al agencies and enterprises, depending on how they are organized, 
share the same exemption from Federal taxation on their income 
as the tribe itself However, Indian individuals who reside and 
work on the reservation where they are members are subject to 
Federal income taxation unless a Federal treaty or statute provides 
an express exemption. 

Unfortunately, several taxes which States are exempt from pay- 
ing, including unemployment and insurance contribution taxes. 
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were not listed as a part of this act. We strongly believe tribes 
should be able to enjoy the same immunity from Federal taxation 
that Congress has given to the States and we hope that Congress 
would use this opportunity to correct this inequity. 

The Committee has asked that I focus on how the proposed re- 
placement systems offered by various Members of Congress would 
impact Indian tribal governments. Although it is difficult to ad- 
dress the advantages and disadvantages of each of the proposed 
bills, I can outline some general themes based upon the ways in 
which Indian tribal governments currently function and how these 
changes might impact individual Indian people. 

In regard to the flat tax proposal, the treatment of tribal govern- 
ments and tribal-owned agencies and enterprises under the tribal 
flat tax is opaque. The Armey flat tax proposal contains a blanket 
exemption from the business tax for an activity of a governmental 
entity. We would propose that this section of the bill be clarified 
to include an express exemption for Indian tribal governments and 
their subdivisions. 

The Armey flat tax would apply a flat 17-percent rate to wages 
and pension distributions received by individuals. It is important 
to note that Indian tribes, as employers, are currently not eligible 
to offer salary-deferred pension plans to our employees. We encour- 
age Congress to move on legislation allowing tribes to utilize 403(b) 
and 401(k) plans. 

The family living allowance appears to be within reason when 
considering the per capita income levels of Indian people overall. 
Under this plan, a single head of household with three children 
would be able to earn $29,000 before the tax would begin. 

In an effort to encourage non-Indian businesses to locate on res- 
ervations, we would suggest that section 102 of the bill, which im- 
poses a tax on business activities, include a provision to allow taxes 
imposed by an Indian tribal government to be considered cost-of- 
business input. This designation has been given to taxes imposed 
by all other forms of government except tribes. 

Regarding the national sales tax, these bills would impose a 15- 
percent national retail sales tax on the use, consumption, or enjoy- 
ment of any taxable property or service. State and local govern- 
ments would not receive an exemption from the sales tax, according 
to the House version of the bill. Clearly, any tax structure which 
imposes a sales tax on an Indian tribal government will not be sup- 
ported by tribes. These governments engage in various enterprises 
in an effort to generate funds to support the needs of their citizen 
members and are often the largest, if not only, employer on a res- 
ervation. 

Imposing a tax on Indian tribed governments will decrease avail- 
able funds for services and programs. Such a tax would create a 
hardship on a significant percentage of the tribal governments and 
impair the ability to meet the needs of our communities. 

Finally, the House bill would call upon the States to enforce the 
sales tax. Historically, States have had little jurisdiction over mat- 
ters occurring on Indian lands and tribal governments would op- 
pose expanded State jurisdiction within the boundaries of a res- 
ervation. Tribes would prefer to either collect the taxes on sales 
within the boundaries of a reservation and forward those tax reve- 
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nues to the Federal Government or compact with a State or local 
government for the collection of such taxes within the boundaries 
of the reservation. 

Regarding the consumption-based tax, this proposal offered by 
Senator Domenici provides no exemption for tribal governments or 
tribal entities from its consumption-based business tax. States and 
local governments are exempt from taxation on any gross profits 
derived from the exercise of any essential government function. 
Only mass transit and public utility services are treated as essen- 
tial government functions. However, the government of any posses- 
sion of the United States is exempt from any tax on gross profit 
earned by that possession. 

Section 252 of the bill states that the governmental entities are 
subject to tax on any business activity of a type frequently provided 
by business entities. Again, tribes would be severely impacted by 
such a broad determination. At a minimum, the term “frequently 
provided” must be defined to consider the unique nature of Indian 
tribal governments and where they are located. Oftentimes, activi- 
ties are not carried out on reservations unless provided for by the 
tribal government. 

Mr. Chairman, due to the ambiguities of the status of Indian 
governments in these proposals, it is obviously difficult for us to 
give specific guidance to the Committee on which avenue of reform 
would be most beneficial and appropriate. It must be clear, how- 
ever, that the unique status of Indian nations under 200 years of 
Federal Indian law and Federal policy must be considered as seri- 
ous reforms are undertaken. 

Because the elected leadership of our Nations must also be re- 
sponsive to the needs of our constituents, the services which we 
provide when meaningful revenue can be secured closely mirror 
those of other more familiar levels of government, and because the 
range of need in most of our communities is so vast, I call upon 
the good offices of your Committee to include favorable language 
toward these governments and their constituents. 

Taken broadly, we would be supportive of provisions that ac- 
knowledge Indian governments as governments and not within 
other categories of tax consideration. We ask that consideration be 
given to Indian governments regarding pensions and related bene- 
fits and acknowledgement of the appropriateness of their inclusion 
in the section 102, cost of business inputs opportunity. 

Last, we would encourage the Committee to consider the rec- 
ommendations offered by Senator McCain in S. 1306. These provi- 
sions would help alleviate problems associated with tax-exempt 
bonding. 

Mr. Chairman, I thank you very much for this opportunity. 

[The prepared statement follows:] 
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Oneida Tribe of indians of Wisconsin 




UGWA OEMOLUM VATEHE 
B«e«us« of the help of 
this Oneida Chief in 
cementtoq a friendship 
betwe e n the six nations 
and the colony of 
Pennsytvania, a rtew 
nation, the United States 
was made possible. 


Testimony by DebOTah Doxtaior 
Chairwoman of the Onei^ Trite of Indians of Wisconsin 
Before the House Commitee on Ways and Means 
May 1. 1996 


Good morning Mr. Chairman and members of tfte Committee. My name is Deborah Doxtator, and 
I am the Chairwoman of the Oneida Tribe of Indians of Wisconsin. We are a member nation of die 
Iroquois Qxifederacy from which this American government learned the concept of a government 
of, by, and for the people. We are proud that our model of govemmenta] cteclu and balances, 
upper and lower houses, and separ^ons of power, became the foundation for the America which 
we now all enjoy. We are also pleased that you acknowledge that our government and the treaties 
under which we have forged our relationship continue. On behalf of our 13,000 Oneida citizen 
members and our nearly 4,000 employees, I am honored to speak before you today. 

Mr. Chairman, the same govemment-io-govemment relationship which held us back 
until the 1970's has finally enabled us to take our ri^tful place in the governmental arena. 
Although America, as often expressed by Senatt^ Inouye and McCain, has yet to approach its 
obligation to the Indian nations under treaty and law, some of our nations are at last generating 
governmental revenue to offset part of that deficiency. These govenunental revenues, our primary 
form of taxation, come to our nation and are retunied in services, community development, 
employment, and our first hope in one hundred and fifty years for a secure ^ture for our seven 
generations. 

Our nation now has a beautiful new school and child care centers, a library, a museum, 
a aursing home, affordable homes including elderly units, and a facility for our Commission on 
Aging, we provide a pc^ce department that is cross-deputized and offers services within and 
outside of the reservation, con^irehensive social services programs, and we are at last approaching 
a viable level of health care. T^s is all accon^lished outside of state and local tax dollars. 

Infrastructure development, including the building of new roads, water towers, 
extension of a sewer system, and the evolution of a nearly comprehensive department of public 
works, have dramatically improved the quality of life for area bdian and non-Indian residents. 
Oneida govecnmental revenue has allowed us to offer a minimum wage of nearly eight dollars per 
hour to our Indian and non-Indian employees. It has enabled us to intact dramatically on the 
negative conditions th^ were pervasive on our reservation. 

As you understand, these governmental revenues are our primary 'lax.” Without 
meaningful revenue we would be un^le to approach the level of needs of our constituencies. We 
would likely return to the in^ioverished conditions that existed only twenty years ago. We would 
again become reliant on dwindling external funds. Although we would continue to have the rights 
and authorities which we now exercise, it would sinqHy be as it was before— in the absence of a 
legitimate budget, governmental services cannot be provided in legitimate ways. 

Because many members of Congress have not had the benefit of learning about the 
actual history of America and its ongoing rd^ons with the Indian nations, and therefore have (1^ 
most Americans) sometimes relegated us to historical ptenomena, I am most encouraged that this 
committee has acknowledged the ongoing relationship and our governmental status. It pleases me 
that this committee under^ands that we are not sinq7ly a race of downtrodden, we are not simply 
an American minority, we are, and since the founding of this country have consistently been, a 
fedoally-recognized governmental entity. As such, we come before you today to express our 
views on the tax proposals cunently under consideration. We do so as partners in America's 
growth, and as elect^ representatives of a body of people who have long been forgotten in the 
American panorama. 

TRIBAL GOVERNMENTS AND THEIR SUBDIVISIONS 

Indian tribes are one of the three sovereigns mentioned in the United States 
Constitution, the other two being the states and the federal government. Tribal sovereignty and 
authority predates the Constitution, and tribal authority is not restricted to the CoDstitution and how 
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that document relates to the States and the federal government. To date, tribes possess all aspects 
of sovereignty which have not been withdrawn by treaty or by federal statute. Accordingly, tribes 
enjoy sovereign immunity from suit similar to that of the Untied States, albeit somewhat more 
limited. 


In general, agencies and enterprises of an Indian tribe are equivalent to the tribe itself. 
As such, the immunity extended to a tribe also ext^ds to each of the agencies and enterprises 
created by the Tribe. Tribal agencies and enterprises can be federally chartered, state chartered, or 
organized as a tribal corporation. The sovereign immunity of the agency or enterprise varies 
depending on how the entity is organized. 

FEDERAL INCOME TAX 

As established under Rev. Rul. 67-284, Indian tribal governments are not subject to 
federal taxation on their income. Tribal agencies and enterprises, depending on how they are 
organized, share the same exemption from federal taxation on their income as the tribe itself. (Rev. 
Rul. 94-16; Rev. Rul. 81-295.) However, Indian individuals who reside and work on the 
reservation where they are members are subject to federal income taxation, unless a federal treaty 
or statute provides an express exemption. 

There are two areas where Congress has granted an express exemption from federal 
income tax to individual Indians: 1 ) In accord with & Just Compensation Clause of the Fifth 
Amendment, Congress has exempt^ from taxation any federal money received by an Indian as 
compensation for the taking of property; and 2) Omgress has exempt^ riom federal taxation all 
income earned directly from an Indian’s trust sdlotment, such as revenue generated from the sale of 
timber from lands which have been assigned by the federal government to an Indian person. 
(Squire v. Copoeman (1956)) 

Again, in summary, revenues generated by the tribe and used to support the activities 
of the tribe are not subject to the federal income tax. but all earnings received by individuals who 
work for the tribe or for any of the tribe’s agencies enterprises are subject to the federal income 

tax. llte unique status of Indian nations would best be characterized as ‘lion-taxed’' entities rather 
than “tax-exempt” or “charitable” entities. 

Treatment as a State 

With (he passage of the Indian Trib^ Governmental Tax Status Act of 1982, Congress 
conriimed that tribes were to be treated as states for certain tax related purposes. This treatment is 
for purposes of any refund or credit, and for purposes of any exemption ^m, or payment of, 
certain federal excise taxes. This treatment allows the tax-te purchase or use of certain articles. 
However, two conditions must be met by the tribe: 1 ) TTie transaction must involve the exercise of 
an essential governmental function, and 2) The use of the article must be for exclusive use of the 
tribe in that essential governmental function. 

Unfortunately, several taxes which states are exempt from paying, including 
unemployment and insurance contribution taxes, were not list^ as a p^ of this Act. We strongly 
believe tribes should be able to enjoy the same immunity from federal taxation that Congress has 
given to the states and we hope that Congress would use this opportunity to correct this inequity. 

One of the more critical areas of tax treatment is that which allows Indian tribal 
goverements to be treated as states for tax exempt financing purposes. In this case both the tribe 
and any recognized political subdivision of the government which will utilize such funds for a 
substantial governmental function may engage in this activity. The Oneida have utilized this 
provision of the law to provide financing for the construction of a school, water and sewer 
development, a parking facility, and construction of roads. These projects were backed by the 
Tribe’s revenue sources. No additional collateral (such as governmental guarantees) was needed. 

Unlike our state and local counterparts. Indian tribal governments generally may not 
issue tax exempt private activity bonds. The deU is taxable and considered “private activity” if: 1) 
more than 10% of the proceeds of ttie debt will be used by or for the benefit of any private 
business, and 2) more than 10% of the debt is directly or indirectly secured by, or payable from, 
private sources. Please note that use by the federal government or an agency, such as the Bureau 
of Indian Affairs, constitutes “private” use. This ^hlbition not only r^uces our ability to attract 
private enterprise to our reservation, but limits our ability to construct buildings to house the 
services we receive from the federal govemnienl. 

TRIBAL TAXATION 

Indian tribes, as sovereigns, have an inherent right to tax their membership and those 
non-members who choose to enter the reservation and enjoy the benefits offered by the tribe. 
Courts have held that tribes can tax the personal property held by a non-Indian located on the 
reservation, it can tax sales made cm the reservation by non-Indian business owners, require non- 
Indians to purchase tribal licenses to do business on the reservation, and tax non-Indians on the 
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value of their leasehold interest tribal lands. 

RESERVATION ECONOMIC AND SOCIAL CONDITIONS 

It is important that Congress clearly understand the unique problems of Indian Country. 
Any new tax structure should allow for the favorable treatment of income which is used for health 
care, educadoD, and housing. It is also imperative that Indian tribal governments be given every 
opportunity to provide for the needs of their merrUrership, just as any state or local government 
would. Each bill should recognize the need for tribes to ndlize tax exempt financing methods and 
their ability to impose taxes of their own. 

The economic statistics in Indian country continue to be grim. In America today, there 
are 93,000 homeless or underfaoused American Indians. Unemployment rates on reservations 
continue to exceed 40% and on some reservations it exceeds 85%. Of the 2 million American 
Indians and Alaska Natives In the United States, 605,000 live below the poverty line. 

The results of poverty are further reflected in yet other statistics. Nine of the ten largest 
reservations, where 218,000 of 437,000 reservatitm Indians live, have each experienced an 
increase in poverty since 1980. For the country as a whole, the percentage of Indians living on 
reservations who Live below the poverty rate has increased 4S percent of the population in 
1980 to 51 percent today. Indian teens have a suicide attempt rate four times higher than (Kher 
^oups. Indians have the highest rates of fetal alcohol syndrome, tuberculosis and diabetes in the 
U.S. Indian people have a higher rates of accidental de^ and shorter life spans than any other 
ethnic group. 

TAX RESTRUCTURING 

The Committee has asked that I focus cm how the proposed replacement systems 
offered by various members of Congress would impact Indian tribal governments. Although it is 
difficull to the advantages and disadvantages of each of the proposed bills, I can outline 

some general themes based upon the ways In wiiich Indian tribal governments currently function 
and how these changes might impact individual Indian people. 

1. Flat Tax 

The treatment of tribal governments and tribal-owned agencies and enterprises under 
the Flat Tax is opaque. The Armey flat tax proposal contains a bla^et exemption from the 
Business Tax for any activity of a government^ entity. We would propose that this section of the 
bill be clarifted to include an express exemption for l^an tribal governments and their 
subdivisions. 

The Armey Flat Tax would ^)p}y a flat 17% rate to wages and pension distributions 
received by individuals. It is important to note thid Indian tribes as employers are currently not 
eligible to offer salary deferred pension plans to our employees. We encourage Congress to move 
on legislation allowing tribes to utilize 4b3(b) and 401(k) plans. 

The ‘Tamily living allowance” appeais to be within reason when considering the per 
ciq)iu income levels of Indian people overall. Over half of all Indians below the poverty line are 
children under the age of five. Ui^r this plan, a single head of household with three children 
would be able to cam $29,000 before the tax wcmld begin. For the vast majority of American 
Indian people, (he proposed allowance would be reasonable and appropriate. 

In an effort to encourage non-Indian businesses to locate on reservations we would 
suggest that the section 102 of the bill, which inqx>ses a tax on business activities, include a 
provision to allow taxes imposed by an Indian tribal government to be considered “cost of 
business inputs”. This designation has been given to taxes imposed by all other fonns of 
government except tribes. 

2. National Sales Tax 

These bills would inqxise a 15 percent national retail sales tax (RST) on the use, 
consunption or enjoyment of any taxable property fx service. Under this legislation the seller of 
the goo^ or services must collect the tax. State and local governments would not receive an 
exemption from the sales tax. according to the House version of the bill. Tribal governments who 
are most in need would be hardest hit should this proposal be favorably consider. A far greater 
percentage of their revenue would be required for them to address the needs of their constituencies. 

Clearly, any tax structure which imposes a sales tax on an Indian tribal government will 
not be suppOTted by tribes. These governments engage in various enterprises in an effort to 
generate funds to suj^rt the needs of (heir citizen members and are often the largest, if not only, 
employer on a reservation. Due to the facKM^ which control the ownership of reservation lands, 
trib^ are often unable to attract private coital to reservation locations mal^g non-tribal job 
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opportunities scarce in many, particularly isolated locations. High unemployment rates and low 
income levels impede tribes from creating a tax base within the reservation setting. Imposing a tax 
on Indian tribal governments will decrease available funds for services and programs. Such a tax 
would create a hardship on a significant percentage of the tribal governments and impair the ability 
to meet the needs of our communities. 

Finally, the House bill would call upon the states to enforce the sales tax. Historically, 
states have had little jurisdiction over matters occurring on Indian lands, and tribal governments 
would oppose expanded state jurisdiction within the boundaries of a reservation. Tribes would 
prefer to either collect the taxes on sales within the boundaries of a reservation and forward those 
tax revenues to the federal government or compact with a state or local government for the 
collection of such taxes wi^n the boundaries of the reservation. 

3. Consumption Based Tax 

The proposal offered by Senator Domenici (S. 722) would impose the USA Tax in two 
parts: 1 ) for individuals, it would maintain progressive tax rates (up to 40%), but would tax only 
income that is consumed; and 2) for business, it would impose a flat, low rate ( 1 1 % ) tax on gross 
profit less business inputs. All money put aside for savings would not be taxable. 

S. 722 provides no exemption for tribal governments or tribal entities from its 
consumption-based Business Tax. States and local governments are exempt from taxation on any 
gross profits derived from the exercise of any essential government function. Only mass transit 
and public utility services are treated as essential government functions. However, the government 
of any possession of the United States is exempt from any tax on gross profit earned by that 
possession. 

Section 252 of the bill states that governmental entities are subject to tax on “any 
business activity of a type frequently provided by (taxable) business entities.’’ Again, tribes would 
be severely impacted by such a broad determination. At a minimum, the term “frequently 
provided” must be defined to consider the uniqtte nature of Indian tribal governments and where 
they are located. Often times, activities are not carried out on reservations unless provided by the 
tribal governments. 

Summary Thoughts 

Mr. Chairman, due to the ambiguities of the stanis of Indian governments in these 
proposals, it is obviously difficult for us to give specific guidance to the Committee on which 
avenue of reform would be most beneficial and appropriate. It must be clear, however, that the 
unique status of Indian nations under two hundred years of federal Indian law and federal policy 
must be considered as serious reforms are undertaken. 

Because the elected leadership of our nations must also be responsive to the needs of 
our constituents, the services which we providc—when meaningful revenue can be sccured-closely 
mirror diose of other more familiar levels of government, and b^ause the range of need in most of 
our communities is so vast. I call upon the g(^ offices of your committee to include favorable 
language toward these governments and their constituents. 

Taken broadly, we would be supportive of {xovisions that acknowledge Indian 
governments as governments and not within other categories of tax consideration. We ask that 
consideration be given to Indian governments regarding pensions and related beneffts, and 
ackDowledgment of the ^propriateness of their inclusion in the section 102, “cost of business 
inputs,” opportunity. Lastly, we would encourage the Committee to consider the 
recommendations offered by Senator McCain in S.1306. These provisions would help alleviate 
problems associated with tax-exempt bonding. 

Mr. Chairman, I thank you for this q^rtunity. 
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Chairman Archer. Thank you, Ms. Doxtator. 

Let me, for the benefit of all who are within earshot or ability 
to read the record, make sure that this country knows that the 
Armey flat tax actually is a 20-percent tax in the first 2 years, an- 
ticipated to go down to 17 percent in the third year, provided eco- 
nomic growth is adequate to make additional revenues available. It 
is not a 17-percent tax but rather a 20-percent tax. I am not being 
critical of you, it is just that is the way it has been presented and 
it is not accurate to present it as a 17-percent tax. 

Our next witness is Mr. Shafroth. If you identify yourself, you 
may proceed and we will be pleased to receive your testimony. 

FRANK SHAFROTH, DIRECTOR, POLICY AND FEDERAL 
RELATIONS, NATIONAL LEAGUE OF CITIES 

Mr. Shafroth. Thank you, Mr. Chairman. My name is Frank 
Shafroth and I am representing the National League of Cities, 
which is the largest and oldest organization representing the Na- 
tion’s municipal elected officials. We represent approximately 
140,000 municipal elected officials in some 17,000 cities and towns 
across the country. 

We especially appreciate your leadership, Mr. Chairman, in call- 
ing for this hearing. We were concerned to be excluded from the 
Kemp Commission and so there was no local representation. We 
think the importance of recognizing the three-part Federal system 
we have of States, local governments, and the Federal Government 
is critical in the nature of tax reform. 

Just to give you some idea of the importance of this issue to our 
membership, our board of directors voted last month to make this 
one of the five highest legislative priorities for the organization in 
1996. That came just 3 weeks after our Election 1996 Task Force 
met in Wichita, Kansas. A key member of that commission is Hal 
Daub, a former member of your Committee. They made this one of 
the six critical issues where they will seek to have every member 
running for Congress, the Senate, and the two Presidential can- 
didates address the impacts of tax reform proposals at the local 
level. What will it mean for the citizen in Houston or in Bellevue, 
Washington, not just for their Federal tax returns but for their 
State and local tax returns? 

We think Federal tax reform could have profound impacts on 
local governments, local capital budgets, local kinds and levels of 
taxes, and local costs of borrowing. Sweeping changes of afler-Fed- 
eral tax income, potentially shifting much greater Federal tax li- 
abilities to middle-income families in cities, could have local eco- 
nomic and sales tax impacts as these families suddenly find them- 
selves with less disposable aftertax income. 

Major shifts in how Federal revenues are raised could preempt 
traditional State and local revenue sources or could impose vast 
shifts in relative liabilities, imposing harsh penalties on many 
States and cities which have depended upon sales taxes, for in- 
stance, as compared to other cities and States that rely upon other 
sources of revenue. 

Perhaps more importantly, and I think not well understood, 
cities by 1992 only received 3.5 percent of their total revenues from 
the Federal Government. Of increasing importance are State and 
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local tax revenues as they affect local budgets. Under the Presi- 
dent’s budget proposal, which the House Budget Committee could 
look at as early as tomorrow, the President has proposed reduc- 
tions in programs affecting public capital investment in the range 
of 40 percent over the next 6 years, far increasing the importance 
of tax-exempt municipal bonds as the main source of more than 70 
percent of public capital finance in the United States with those 
implications for the economy. 

We share as an organization many of the concerns that some 
have with regard to tax reform about the low savings rates of 
Americans, the dissavings at the Federal level, and those provi- 
sions of the current Internal Revenue Code that encourage con- 
sumption and borrowing over savings and investment. 

Finally, we hope that a serious look at Federal tax systems will 
enable your Committee to look at the generational consequences of 
our current system. We note that under either the proposal adopt- 
ed by Congress and vetoed by the President last December or the 
President’s proposal, the growth in entitlement spending for Ameri- 
cans over the age of 65 would grow at a rate of 16 percent over 
the next 6 years, continuing to accelerate the proximity of insol- 
vency for both the Medicare and Social Security 'Trust Funds. 

With regard to the specific systems, mostly I would like to focus 
on, and Mr. Chairman, we tried to provide a chart to look at the 
specific advantages and disadvantages of each of the major tax re- 
form proposals. I have included a chart to attempt to set out the 
advantages and disadvantages for cities with these alternatives. 
Let me comment just briefly on two of the main alternatives, the 
flat tax and the national sales or consumption tax. 

Looking at the flat tax, we think it has certain potential benefits 
for cities. Those benefits are that it could enhance State and local 
tax revenues for those States that are piggybacked on the Federal 
system. To the extent Federal tax expenditures are eliminated, 
those that piggyback might realize more income at the local level. 
We think it would discourage some of the efforts at avoidance, both 
of the legal kind you discussed, Mr. Chairman, and of the other 
kind. We think there will be relatively less disruption of the cur- 
rent system in place at the State and local level with some kind 
of a flat tax system. 

Our belief is that the Tax Reform Act of 1986, which reduced tax 
expenditures by $200 billion, created a more simple code, lower 
rates, easier collection and enforcement, and a national perception 
of greater fairness to almost all taxpayers. Those are some of the 
pluses. 

There are minuses. One I discussed and that is the elimination 
of the preference for tax-exempt bonds. Those would affect not only 
infrastructure, perhaps increasing the cost of roads, airports, high- 
ways, and other capital investment by as much as 30 percent at 
the State and local level, but also eliminating incentives for 
leveraging private investment for housing. The last form of low- 
income housing construction we have left is the low-income housing 
tax credit. 

We have three other concerns in the flat tax area. For every win- 
ner, there is a loser. That is, if one person under a flat tax pays 
significantly less in Federal income taxes, someone else will pay 



250 


more, generally grouped by economic income. In the past 30 years, 
the relative level of per capita income has shifted dramatically be- 
tween cities and suburbs, so a flat tax could have dramatically dif- 
ferent impacts, depending upon where an American lives, with net 
results with total revenues for local governments. 

Similarly, at least one major flat tax alternative, by taxing wages 
and benefits but not other forms of income, could exacerbate the 
generational concerns that we all have because it would mean re- 
tired Americans would be exempt from any taxation in the future. 
The full burden of taxpaying would fall upon citizens that worked. 
Again, that would have both geographical and generational con- 
sequences for Americans. 

Let me turn briefly to the national sales tax. As with other pro- 
posals, we think any proposal that helps to discourage consump- 
tion, to discourage borrowing and encourage savings and invest- 
ment, is a net plus for the economy for all three levels of govern- 
ment. 

However, we think a national sales tax could have a more dis- 
ruptive impact on cities than any other tax reform alternative. It 
would mark a major form of intrusion into a field of taxation here- 
tofore almost entirely reserved to States and local governments. 
Perhaps most importantly, it would impose, I think one of my col- 
leagues used the term “mother of all mandates,” a significant col- 
lection and enforcement cost on State and local governments. 

No two States have the same form of sales taxes. I think, Mr. 
Chairman, you will recollect the years we have spent between the 
Committee and the Internal Revenue Service trying to deal with 
gas tax avoidance by the Mafia, dealing with changes in the Code 
to require dying of certain kinds of fuel, with enormous difficulty, 
as we experienced this morning in your markup with determining 
who ought to be subject to that Federal gas tax. Does it apply to 
schools, to ambulances, to police cars? What kinds of public vehi- 
cles ought to be covered and what ought to be exempted? 

Perhaps more seriously, in the national sales tax area, this is an 
area of enormous diversity amongst cities and amongst States. 
Under Mr. Schaefer’s proposal, one could see citizens in cities in 
Alabama and Louisiana paying 40 percent on any services or prod- 
ucts, as compared to citizens in cities in many other States paying 
only 20 percent, so vast geographic disparities. 

Second, because of the nature of the application, one could see 
in, say, the Seattle, Washington, area, heavily dependent upon the 
export industry and the software industry, significantly lower Fed- 
eral tax rates compared to, say, Detroit, that is almost uniquely de- 
pendent upon the domestic automobile industry. 

So a national sales tax could have huge and disparate impacts 
on cities, depending upon the region of the country they are lo- 
cated, and dependent upon the relative income of the citizens of 
those cities. 

I think a value-added tax is not very different from the perspec- 
tive of local governments from a national sales tax. Again, that 
large disruptive impact of interfering with what has heretofore 
been a State and local source of revenue that the Federal Govern- 
ment has respected. 
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Finally and most briefly, on the USA tax proposed by Senators 
Nunn and Domenici, this has some similarity to the flat tax in that 
it preserves some form of an existing base that States and local 
governments could rely upon. It is clearly focused on savings and 
capital investment, which we like. It provides a modest incentive 
for tax-exempt municipal bonds not present in any of the other 
major alternatives. It does eliminate a lot of the current benefits 
in the Code that are critical for real estate, housing, and low- 
income persons in cities, and those raise concerns. 

Generally, Mr. Chairman, that covers, I think, some of the key 
differences. 

[The prepared statement and attachments follow:] 
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STATEMENT OF FRANK SHAFROTN, DIRECTOR 
POLICY AND FEDERAL RELATIONS 
NATIONAL LEAGUE OF CITIES 


Mr. Chairinan and members of the Committee, I am Frank Shafroth, Director of Policy and Federal Relations for the National 
league of Cities, the largest and oldest organuation representing the elected leaders of the nation's cities and touvns. We 
represent, directly and indirectly, nearly 140,000 elected municipal officials from some 17,000 cities and towns. 

We appreciate the opportunity to present our views about the potential positive and not so positive effects of proposals to 
eliminate the federal income tax. We are especially grateful, Mr. Chairman, at your recognition of the importance of this issue 
to local elected leaders. Because of the interrelated nature of federal, state, and local tax systems; any changes at the federal 
level are certain to have major impacts at the local level. 

Yet, given the nature of taxes, it is often hard to thmk about the consequences of federal tax changes when they actually hit 
the ground in San Marcos, Texas, or Bellevue. WasNngton. 

Just to give the committee some idea of the relative importance of this issue of federal tax reform to our members, our Board 
of Directors voted last month to make federal tax reform one of the organization's five highest federal legislative priorities for 
1996. Similarly, in February, our Elaction '96 Task Farce, which includes a former member of your committee • Mayor Hal Daub 
of Omaha ■ selected federal tax reform as one of our highest i^iorily issues for the 1996 Congressional and Presidential election 
campaigns. Our members want to ensure that candidates, the administration, and members of Congress take into account and 
consider the consequences of any tax reform plan at the local level. What would the likely impact be on local revenues, on local 
capital budgets, on local economies? 

Federal tax reform could have profound impacts on local governments, local capital budgets, local kinds and levels of taxes, and 
local costs to borrow. Sweeping changes of after-federal tax income, potentially shifting much greater federal tax liabilities to 
middle income families in cities, could have local economic and sales tax impacts as these families suddenly found themselves with 
far less disposable income. Major shifts in how federal revenues are raised could preempt traditional state and local revenue 
sources, or could impose vast shifts in relative liabHIties - imposing harsh penalties on many states and cities which have depended 
upon sales taxes, for instance, as compared to other cities and states that rely upon other sources of revenues. 

Direct federal revenues to cities had declined to 3.5 percent of local revenues by 1992. Under the continuing resolution adopted 
last week, and under either the President's proposed six-year budget or the alternatives we expect the House and Senate Budget 
Committees to take up this week, this trend of a severely reduced direct federal role will increase. We anticipate that the 
President's budget proposal would reduce federal, public capital investnwnt by nearly 40 percent over the next six years, hitting 
highways, bridges, airports, and other capital investment of great priority to all of our citizens. As the direct federal role has 
declined, cities have turned more and more to local taxes and fees to meet the priorities and needs of our citizens. Consequently, 
the health of focal economies and avoidance of preemption or disruption of local revenue sources is critical to cities and towns. 

Similarly, avoidance of major disruption of the ability of dti^ and towns to invest in public infrastructure, such as schools, 
prisons. Nghways, and water end wastewater facflities • mandated by the federal goverripent ' is a key concern. The mein source 
of public capital investment today, outside of defense, is municipal bonds. Any proposal to disrupt or eliminate the incentives for 
this $1.2 trillion market could have severe, end long-lasting adverse impacts on the nation's economy because of the disinvestment 
it could lead to in facilities critical to growth and opportuntty, not to speak of the 30 percent increases in water and sewer ftts, 
airport taxes. !oAs, and other forms of state and local revenue anhaneements which would be required to maintain current levels 
of investment. 

Like each of you, we have many concerns about the current system. Our budget and finance leaders will be meeting tomonow 
in Austin, Taxas, with leaders of thi nation's state lagtslatures to begin our own re-examination of some of these issues, especially 
as they relate to mvestment, savings, and the national debt. For dty leaders, many, many questions remain to be answered. 

TAX REFORM 

NIC supports the continued use of personal and corporate income as the primary federal tax base and a progressive rate structure 
that reflacts a taxpayer's ability to pay. NIC opposes tax refonn proposals which would exacerbate the federal deficit, increase 
the cost of munidpat pubfic capital investmant. interfere with tradHional state and local tax systems, or preempt the deductibdity 
of state and local taxes. 

But we share the concern of mmy at the low savings rates of Americans, the dissavings of the federal government, and those 
provisions of the current intemal revenue code ttiat encourage consumptbo end borrowing over savings and investment. We also 
remain concerned at the inaeesing tend«Ky to look to the current code as a means of creating new federal entitlement 
expenditures, aggrevating the federal defidt end hmg-tenn debt. 
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Consequently, we think proposals to moiify the code which would discourage the growth of existing and creation of new federal 
tax expenditures could be a key step in addressing the longer t^ crisis the nation faces with regard to the debt and deficit. 

Finally, we hope that a serious look at federal tax systems will enable your committee to look at generational consequences of 
our current system. Our view, consistentty, is that as a nation we need to be investing in the future, not the past. 

BACKGROUND 

Nearly every candidate for the Republican Presidential nominat^n made lax reform a high priority in his platform. And RepubBcan 
and Democratic leaders in the Congress have come forth with proposals which would make far greater changes in the federal tax 
code affecting the nation's cHies and towns than aver before. 

Not surprisingly, almost none of the candidates or Congressional leaders have talked about the potential impact of their proposals 
on state and local governments. For there, the disruption would be great *■ not only for local governments, but also for taxpayers 
and citizens. 

But What about the Federal System? 

The federal tax system has become interwoven over the yean with state income tax systems, as well as meshed with a 
federalism or intergovernmental quasi-cooperative system. That has meant, for instance, that the federal government has generally 
left the field of sales taxes to state and local governments. Tint is. Congress has chosen not to intrude upon a key revenue 
source traditionally reserved to state and local govammants. 

SimHarly. states have structured individual and corporate income tax codes on the federal system. 

That structure allows for greater simplicity for taxpayers, as wall as better capacity to nab cheaters. That means, conversely, 
that federal changes have immediate and direct impacts on state and local revenues and budgets. 

States and cities are barred by federal law from imposing income taxes on the interest earned by their citizens on Treasury bills 
or savings bonds. And the fedoral government, under the doctrine of reciprocal immunity, has not taxed the interest on the debt 
or bonds of cities and towns-so-calied municipal, tax-exempt bonds. 

For cities, that means that some $1.2 trillion dollars in outstanding capital borrowing Is currently exempt from federal taxation. 
A loss or significant modification of that exemption, as proposed in every leading tax reform option, could havo profound effects 
on the ability and cost of borrowing to meet capital and infrastructure needs of ell cities end towns In the future. It could 
increase the cost of to states and local governments of public capitei investirant by es much as 30 percent. 

With the General Accounting Office projecting that states and local governments currently need to spend in excess of $100 billion 
just on the rehabilitation and construction of pubfic schools, an abrupt Congrassional change affecting state and local borrowing 
authority could cost state and local taxpayers $30 billion • but result in no net additional benefit in an investment critical to the 
future of the nation. 

These fundamental principles upon which federal, state, and local tax systems have evolved would ell change under any of the 
proposals being bandied around in the Congress or by tlw 1996 GOP Presidential candidates. 

What Ara tha Main Aftaraativas? 

The candidates and Congressional leaders have basically offered three alternstives to the current federal income tax: a flat tax, 
a national sales tax, and a consimiption tax. 

The Flat Tax 

The flat tax. most prominently supported by House Majority Leader Richard Armey (R-TX), former Presidential candidates Malcolm 
Forbes and Sen. Phil Gramm (R-TX), and the commission created by Senate Majority Leader Robert Dole (R-KA) and House Speaker 
Newt Gingrich (R-GA), would eliminate the current, gredueted income tax on families and businesses and replace It with a 19 
percent flat tax. 

As Leader Armey says, one could compute one's taxes every year on a three-by-five card. House Minority Leader Richard Gephardt 
(D-MO) has indicated he supports e mooted flat tax. but one with slightty graduated rates. 
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WMi ail flat tax aptions are Mar in that they wouhf set one, single rate of federainncome taxes, they vary sjgnrTicarrtty with 
regard to how incofne wouM be defined and what deductions would stil be avaBable (See flat tax chart). Some would tax an 
income, others would tax only the income on wages and benehts. These are radically different approaches, especially with regard 
to generation^ impacts. What is common is that most would eliminate all or almost aR deductions or tax expenditures. 

Each of the flat tax plans would eliminate the deductibility of state end local taxes. Each would either eliminate the tax-exemption 
for municipal bonds or eliminate the current tax preference provitfing the exemption for state and local bonds, but not for corporate 
bonds. 

Each would laninate deductions specifically incorporated in current federal laws to leveraga private investment in cities, such as 
through Enterprise 2ones. the targeted jobs tex credit, the low income housing tax credit, or the earned income tax credit. 

Economists and accountants project that most of the flat tax plans would bring in substantially less revenue annuaUy, increasing 
the federal deficit end national debt. A flat tax, by very definition, means that for every taxpayer who would owe less in federal 
income taxes, another taxpayer would owe more. 

Muaieipal Parspeetive 

A flat tax has potential benefrts for local governments. The potential simplicity could enhance federal, state, and local tax 
revNues. There could be a reduction in efforts to 'gime the system' or to seek tax shelters. There would be relatively less 
disruption of the current system and the practice of states and local governments to piggyback on the federal code. Ebninatlon 
of so many federal deductions could significantly inaease state and local revenues based upon the federal system without any 
changes in state or local rates. 

A fiat tax could provide significant benefits through the curtailment of hundreds of billions of federal tax expenditures, eliminating 
both a significant source of revenue erosion affecting the federal deficit and national debt, as weR as discouraging this method 
of 'back door' spending. A flat tax could have the impact of putting all federal expenditure or spending decisions on one table, 
so that Congress could make more considered decisions about the allocation of resources. The nation saved more than $200 
billion in tax expenditures as a result of the Tax Reform Act of 1986, simplifying the code, collection and enforcement, and 
providing a perception of much greater fairness for most taxpayers. 

But for cities, a flat tax would create i number of downsides. The elimination of the deductibility of state and local taxes and 
any preference for municipal bonds would result in double taxation for most Americans and much higher state and local taxes to 
finaitce current public infrestructure investment. Under the current system, the federal internal code permits a deduction for state 
and local income and property taxes to ensure that a taxpayer does not have to pay taxas on income already deducted from his 
or her paycheck. The elimination of this deduction, as proposed in every flat tax altemelive, would change a basic federalism 
principle of avoiding having different levels of government not tax each other. 

Similarly, under the current doctrine of reciprocal immunity, states and local governments may not impose taxes on the interest 
earned on fedwal bonds, or on other properties or sales on federal reservations or properties, any more than the federal 
government has been able to tax the interest on state and local bonds. 

Just as amending federal law to allow states and cities to tax the income on T-bills would increase the cost of borrowing to the 
federal government, so too the flat tax proposals would increase the cost of borrowing to local governments. 

But, importantly, states and local governments borrow, not for operating, but for capital investment. The overwhelming amount 
of the nation's civil public investment is financed by state and local borrowing. 

The consequences of eliminating that preference would be harsh m terms of discouraging and penalizing public capital investment 
and long term growth and productivity in the American economy. 

The flat tax alternatives would terminate mortgage revenw bonds, the low income housing tax credit, enterprise and empowerment 
zone tax benefits, the targeted jobs tax credit, and other provisions Congress adopted to leverage private investment in cities and 
human capital. The low income housing tax credit has become, m (fo decade, the only source of construction financing for low 
income housing in cities. As the nation faces a time bomb with the expiration of nearly one million section 8 contracts over the 
next four years and no long-term budget authority at HUO to address the impacts on owners, assessed property values, and 
tenants; the Committee will need to think cerefuify ebout the potential impact on cities and towns with higher than average levels 
of poverty and economic distress. At a lime when the nation confronts some of the greatest disparities ever measured, such 
eliminations could sharply accelerate this trend, especially when combined with the elimination of incentives for charitable 
contributions and 501(c)(3) non-profits. 
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The flat tax would also diminate the mortgage interest deduction, one of the most expensive tax expenditures in the code. This 
elimination could affect the assessed property values of homes, forcing a reduction in property taxes at the local level. That, in 
turn, could force up business property taxes, or simply force up all property taxes at the local level to make up for tte federal 
action. 

In addition to the adverse impact on municipal public capital investment, flat tax approaches could discourage work and savings. 
Flat tax proposals to tax only pay checks and benefits would create incentives for corporate capital investment while discouraging 
jobs. At a time when we are all trying to encourage femilies to move from welfare to work, such a federal tax change would 
appear to frustrate a common purpose and goal of cities with the Congress. 

Similarly, proposals to tax benefits would eliminate incentives fw employers, including cities, to provide health care and retirement 
benefit plans. We are concerned at any proposal which might discourage savings and have long-term, adverse health 
consequences for employees and constituents. 

Finally, we would note that one major branch of flat tax proposals, those which would tax only work and benefits, would further 
destabilize the generation problems we already confront. One needs only to look at the current, oncoming insolvencies we face 
in Medicare and Social Security to understand the vast (Tisparities these systems impose solely on the basis of age. 

If the Congress were to enact a flat tax that exempted all retirement income from federal taxation, it would add enormous new 
burdens on the current generation of workers-at a tana when we already understand the burden for is unsostainable. We ere 
apprehensive that the consequences for cities' economies and the national economy would be disastrous. 

National Safes Tax 

Sen. Richard Lugar, the former Presidential candidate, strongly opposes the flat tax and instead made a national sales tax a 
centerpiece of his Presidential bid. Lugar would replace the individual and corporate income tax with a national sales tax not just 
on goods, but also on services. Reps. Schaefer and Tauzin hava proposed their own national sales tax alternative. 

Lugar believes a national sales tax superior to a flat tax, because it would guarantee elimination of the IRS. Lugar says he 
envisions a system under which states would collect tte new federal sales tax and send it to Washington. Like the flat tax, the 
national sales tax would eliminate all federal tax on the intwest on corporate bonds, again eliminating the distinction, for 
invastment purposes, between municipal and corporate bonds. 

Muaieipa! Parspectht 

As with I flat tax, a national sales tax could benefit cities and towns through the elimination of federal tax expenditures, 
dramaticaHy reducing a major drain on federal revenues end national debt. A national sales tax would discourage consumption 
and create an incentive for savings, perhaps altering Americans' current financial habits and providing for a much stronger capital 
base for the corporate sector. Any major change in national savings could increase corporate investment, making the nation's 
economic base and productivity more competitive compared to almost all of our economic adversaries. The stronger our national 
economy, the stronger local economies and revenues would likely be. 

A national sales tax would elinunate the existing federal income lax bias towards disproportionate tax expenditures benefitting 
higher income Americans. There would be no discussion of the capital gains tax; there would no longer be disproportionate housing 
subsidies for Americans least in need. To that extent, Congress would have revenues, and Congress would make decisions on 
expenditure priorities through a more normal budget process. £v^ kind of housing expenditure, for instance, would be on one 
table, and Congress could more easily mike determinations about how to spend federal resources. 

But a national sales tax would have a more disruptive impact on dties than any other tax reform alternative. It would mark a 
major intrusion into a form of taxation heretofore almost entirely reserved to stales and local governments. 

It would impose enormous collection and enforcement costs on state and local governments. Because taxpayers at the state and 
local level have displayed such conflicting views and priorities about sales taxes, it would mandate changes disproportionately 
affecting every city in the nation • some where voters have been absolutely clear about the unacceptability of sales taxes from 
any level of government to some where sales taxes are the single greatest source of local revenues. Such a tax would mark an 
extraordinary preemption of state and local revenue authority. It would increase the cost to every city and town of public capital 
investment and the provision of services, such as schools, police and fne, and emergency rescue. 



256 


A national sales tax would force virtuaRy every state to rewrite N$ tax code to replace current reliance on the federal income 
tax code. For cities, then, there would be a guaranteed double layer of disruption. But the disruption wouM go considerably 
further. For cities, sales tax revenues are the greatest source » states as varied as Louisiana and Alabama. But they are not 
collected by cities in many other states. Consequently, a federal sales tax would impose combined federal, state, and local sales 
taxes close to 40 percent in some cities compared to less than half that in others. Such a discrepancy would be certain to have 
consequences for tax collections at the local level, for retail merchants, and for jobs. 

More broadly, a national sales tax would have widely disproportionate local consequences depending upon the types of corporate 
and retail businassas in any community. Where a Seattle might benefit because of the non-taxable export sales of Boeing and 
other users of its port facilities and its tax base reliance on the rapidly growing software and software service sector of its local 
economy, cities like Detroit, heavily dependent upon the domestic automobile industry, could face huge losses m automobile sales 
and consequent major losses in jobs, opportunities, and local tax revenues. 

Much has been made of the value of eliminating the Internal Revenue Service that would be gained through a national sales tax. 
Little has been discussed about the creation of the huge, new enforcement agencies which would have to ba created and financed 
by state and local governments to do the 'dirty work' the federal government disposed. Some of you will remember the 
painstaking efforts of the Congress to deal with a relatively minute enforcement area of a national sales tax: the federal gas (ax. 
Congress and the IRS have spent the better part of the last decade attempting to install control and enforcement measures to 
prevent the Mafia from sdling gasoline to motorists and then absconding with the federal and gas taxes. In that process, we 
have seen statutory language adopted to dye gas. Wa have had intensa discussions about which kinds of vehicles - from 
ambulances to garbage trucks to yellow public school buses • should be subject to the requirements and taxes. 

The problem of cheating on federal gas taxes pales in comparison to the collection and enforcement problems inherent in converting 
to a national sales tax on a nation which has such a crazy patchwork, currently constructed on a system in which the federal 
government respects and defers in this area of taxation to cities, counties, and states. 

In this larger context, we would note that the recant enactment of the Telecommunications Act of 1996 would further add to 
the difficulty of this as a national replacement tax. Our organization, and most of those testifying today, have testified on 
numerous previous occasions to propose changes in the Supreme Court BeBasHsss decision to enhance state and local abiRty to 
collect sales taxes on out-of-state mail order catalogs. Now, with the age of the Internet, the ability of a citizen in Ames, Iowa 
to purchase an item from Auckland. New Zealand by the mere touch of a mouse renders sales tax collections a far mora difficult 
prospect for all our levels of government. The world of retail sales is entering a revolutionary period with significant consequences 
for the shape and purpose of cities and commercial enterprises. 

Finally, as with the flat tax proposals, a national sales tax would ebranato any preferences for municipal capital finance, for 
leveraging of private investment in jobs, housing, and opportunities m distressed areas of cities, and for state and local taxes. 
It would raise immense problems wHh regard to the direct federal taxation of local goods and services ■ what goods and services 
purchased by dties would be subject to such taxes; what goods and services provided by cities to their citizens would be subject 
to such (axes? 

Without a federal income tax. there could be no provision for tax-exempt bonds. There could be no deduction for state and local 
taxes, for mortgage interest, nor tax credits for investments in enterprise zones, housing, or jobs. Because we already know 
the differences between so-called AMT municipal bonds and others, know the differences between Treasury and corporate bond 
interest rates, we can project increases in the range of 30 percent for the cost to cities to finance building a curb cut to meet 
ADA federal requirements, or a school, or a hospital. We can antictpate a reduction in assessed residential property values with 
consequences for local property tax realizations and budgets. We can anticipate that cities with citizens with higher than average 
disposable incomes would feel relatively less local revenue erosion than cities and towns with citizens with relatively smaller 
disposable income. 

We have no way to anticipate how to finance the cost of collection end enforcement, which would appear to be one of the largest 
unfunded federal mandates ever inflicted by the federal government on state and local taxpayers. 

Value Added Tax 

From a municipal perspective, there is relatively little difference between a national sales and a value added tax. Both could 
entirely replace the current federal income tax relied upon by stole and local governments. Both would penalize consumption and 
reward personal savings. 

Heretofore, however, there has been little discussion of imposing a VAT collection and enforcement mandate on state and local 
governments, so that states and local governments could consider piggybacking on the federal VAT tax, but not have to mcorporate 
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the immense costs associated with sales tax collection and enforcement. In addition, a VAT tax, through its more unique system 
of being built into the system at every step along the way, at least would create the appearance of avoiding a massive tax at 
the purchaser or retailer level, so that there might be less diyuption at the local level. 

But with respect to local revenues, disproportionate impacts on cities in different regions, municipal capital investment, and other 
adverse consequences of a national sales tax; the local consequences of a VAT would be similar. 

USA Tax 

Finally, Sens. Pete Domenici (R-NMEX) and Sam Nunn (O-GA) have put together a far more complicated proposal to replace the 
current income tax with a national consumption tax. Unlike either a flat tax or national sales tax, their consumption tax idea is 
complicated. Thus it has been drowned out in the discussion and debate so far. 

The Domenici-Nunn effort arose out of their combined efforts to rethink how the federal government works, to address the deficit, 
and to focus on priorities for the future. Part of their concern was to change the focus of the federal tax system to ensure an 
incentive for investment and savings, and disincentives for borrowing and spending. 

Basically, the consumption lax is intended to tax only income that a family or individual actually spends. That is, if a family 
received $3,000 for winning the lottery, end spent $1,000 for a vacation, $500 for a VCR, and invested the remaining $1,500 
in a passbook savings account; the family would be subject to tax only on the $1,500 consumed. The remainder of the income 
would be tax-free-at least until it was removed from the account for spending or consumption. 

Municipal Parspaeliva 

The USA tax, because it is focused on encouraging savings and investment, retains a modest preference for state and local public 
capital investment. It would preserve a federal income tax system, permitting states and cities to modify instead of rewrite 
existing revenue codes. It would not preempt or interfere with existing municipei or state tax systems. 

As with all the other alternatives, the USA tax would discourage federal tax expenditures, promising important benefits over the 
long term for federal deficit reduction and, perhaps, resources to meet the looming insolvencies in the non-needs-tested entitlement 
trust funds. 

But as with the other alternatives the committee is considering, the USA approach would significantly increase the cost to cities 
and local taxpayers of public capital investment and infrastructure. It would eliminate incentives to leverege investment in low 
income housing, jobs, and economic opportunities. It creates complexities which could bedevil the Congress and IRS for years 
in terms of determining the distinctions between consumption and non-consunption. Would payment for heart by-pess surgery 
be defined is consumption end taxable, but the purchase of a vacation home be defined as an investment exempt from federal 
taxation? — - 

As with the other approaches, the USA approach incorporates no state end local impact analysis. It eleranates the reciprocal 
immunities and long Nstory of respect between our three levels of governments' means and abilities to raise and collect revenues 
to provide facilities and services for the citizens. 

What About Citias? 

The national commission appointed by Leaders Dole end Gil^^rich included no municipal representative and no mention of local 
governments. It included no analysis of the impact on local taxes and fees, local budgets, or local capital investment costs of 
moving to a flat tax. No candidate In Iowa, New HampsNre, or anywhere along that tortuous campaign trail mentioned the bnpact 
of federal tax reform at the local level: what would it mean to local property, income, or sales taxes? 

What would the impact he of Sen. Gramm's proposal to subject the holders of some $1.2 trillion in outstanding tax-exempt 
municipal bonds to a flat tax effective on the date of enactment? 

We commend the committee, and you, Mr. Chairman, for holding this hearing. It is the first effort to begin to think about the 
most important consequences of change for the nation's citizens • ell of whom live and work in cities, and all of whom pay taxes 
not just to the federal government, but also to states end municipalities. 

The more information and analysis about the combined consequences of change, and the less ignorance, the better we are 
convinced the final changes will be. 
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NLC Po/iev: 

Among NLC's principal tax reform policies are the following: preservation of municipal tax advantages such as deductibility of state 
and local taxes and retention of tax exempt interest on most municipal borrowings: continued use of personal and corporate income 
as primary tax base; a system which produces revenues suffident to finance ongoing government services; no move toward a pure 
consumption tax but adjustment of current provisions that encourage consumption over savings; broadening of the tax base; 
changes to equalize the value of tax preferences to taxpayers and placing an overall limitation on total tax preferences which one 
taxpayer can utilize; a phasing-in of any major tax changes and a recognition of the interrelationship of the federal tax system 
with state and local tax systems. 
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ALTERNATIVES TO THE FEDERAL INCOME TAX 1 

Impact on Cities and Towns | 


FLAT 

NATIONAL SALES 

CONSUMPTION 

ISSUE 

TAX 

TAX 

TAX 

DcscriptiOD 

Would eliminate existing, graduated 
fedenU income tax and virtually all 
deductions. Would not include 
interest, capital gains, dividends, or 
Social Security benefits as income. 
Would tax individual and corporate 
income at one, flat rate. 

WtMild eliminate the 
individual and corporate 
income tax entirely and 
{^lace them with a federal 
sales tax. 

Would add wages, 
dividends, interest (except 
on municipal bonds), asset 
proceeds, pensions; allow 
deductions for fiunily "living 
allowance," charity, 
mortgage interest, and any 
savings or productive 
investments, a graduated tax 
would be imposed on what 
remained (the amount spent 
for consumption). 

Businesses would be subject 
to a comper^le test and 
then a 10% flit tax. 

Impact on 
municipal tax 
exempt bonds 

Would eliminate 

Wmild eliminate 

Tax exempt status would be 
modified. 

Deductibility of 
state and local 
taxes 

Would eliminate 

Would eliminate 

Would eliminate 

Impact on state 
and local revenues 

Because the bill would eliminate all 
existing tax deductions, but only 
eliminate some currmit income (such 
as interest and dividends), a flat tax 
could significantly increase income 
tax revenues for states that rely on 
federal income tax definitions. 

Would disrupt most state 
income tax codes and 
si^iflcantly and adversely 
impact state and local sales 
tax receipts. 

Would disrupt 

Impact on pension 
and employees 
benefit 

Would subject to federal taxation 

Ho impact 

No impact | 

Key Playen 

House Majority Leader, 

Richard Armey (R-TX) - 
Senator Richard Shelby (R*AL) 

House Majority Leader, 

Richard Gephardt (D-MO) - Senator 
Arlen Spector *(R-PA) • Chairman, 
Senate Finance Committee 

Bob Packwood (R-OR) 

* Denotes Presidential candidate 

Sen. Richard Lugar *(K‘tND) 

House Ways £ Means, 
Committee Chairman Bill 
Archer (R*TX) - Sen. Sam 

Nunn (IMrA); Senator Pete 
Domenici (R-NM) 
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Chairman Archer. Thank you, Mr. Shafroth. 

Unfortunately, we are under a time constraint because of the two 
lights and the buzzers for votes. Mr. Duncan, if you can limit your 
presentation to 4 or 5 minutes, then we can complete this panel 
and excuse this panel when we go to vote. 

Mr. Duncan, you may proceed. 

STATEMENT OF HARLEY T. DUNCAN, EXECUTIVE DIRECTOR, 
FEDERATION OF TAX ADMINISTRATORS 

Mr. Duncan. Not a problem, Mr. Chairman. My name is Harley 
Duncan. I am executive director of the Federation of Tax Adminis- 
trators, the association of the principal tax administration authori- 
ties in each of the 50 States, New York City, and the District of 
Columbia. It is a pleasure to be here and I want to commend you 
for holding a hearing on this often-ignored issue and aspect of Fed- 
eral tax reform. 

The Federation does not have a position for or against reform 
generally or for or against any particular proposal. Instead, my 
purpose today is to try to highlight for you the interrelationships 
between State and Federal income taxes and from that to dem- 
onstrate that the types of Federal restructuring proposals being 
considered by this Committee will have a profound effect on State 
tax systems. Those effects have not been hilly identified and ana- 
lyzed but need your serious attention as you evaluate restructuring 
proposals. 

First, to the relationships between State and Federal income 
taxes. As you have heard, in the interests of simplicity for tax- 
payers and compliance at the State level. States currently model 
their personal and corporate income taxes after the Federal income 
tax. States conform closely to the definitions of item and items of 
expense. All but five of the States be^n their personal and cor- 
porate income tax with a Federal starting point. Similar numbers 
of States use Federal definitions for itemized deductions. 

In addition. States rely extensively on the Internal Revenue 
Service and its enforcement emd compliance programs. In many 
cases, this is the only outside review of the reports of the taxpayers 
and it is not practical to expect States to step this up considerably, 
given that our income tax rates are about one-fourth the level of 
the Federal level. 

Finally, States are reliant on the Federal information reporting 
mechanisms both to receive those reports and to have the legal au- 
thority to require payers to file the reports. 

Because of these relationships, it will be difficult, if not impos- 
sible, for States to maintain and administer a personal or corpora- 
tion income tax of the nature that is now imposed without a coun- 
terpart Federal tax. In my estimation, proposals which call for the 
repeal or fundamental alteration of the Federal income tax will ef- 
fectively repeal State income taxes and require that they be modi- 
fied in manners which mirror the Federal changes. 

To attempt to duplicate the Federal infrastructure that is cur- 
rently there would be a daunting task and would increase signifi- 
cantly the resources that the States would have to expend. More 
importantly, it would increase the burden on taxpayers because of 
the lack of uniformity that would likely result. 
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In short, if you repeal the Federal income tax, you repeal the 
State income taxes, and if you make fundamental changes, you will 
also make fundamental changes in State income taxes. 

Quickly to some of the impacts, the first and foremost one is that 
in any of the restructuring proposals now under consideration, the 
States would have fewer tax policy choices available to them after 
the reform than they do at the present time. The national sales tax 
or a transactional value-added tax has the most extreme impact 
from a tax policy choice perspective because it does effectively re- 
peal the Federal income tax. There are a number of issues regard- 
ing possible State administration of a national sales tax that I 
would encourage you to examine, as well. 

A final issue to consider is that there is a corollary effect. As you 
make changes that the States must model, you shift the focus of 
authority over State income taxes and State tax bases to Washing- 
ton at the same time that you are devolving authority and expendi- 
ture responsibility to them. 

The central point, Mr. Chairman, is that the relationships are so 
intricate that they require very close examination, and we would 
ask that you work carefully with State and local governments as 
you design your proposals. 

[The prepared statement follows:] 
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Committee on Ways and Means 
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Harley T. Duncan, Executive Director 

Federation of Tax Administrators 

May 1, 1996 

Mr. Chairman and Members of the Committee: 

My name is Harley Duncan. I am Executive Director of the Federation of Tax 
Administrators which is the association of the principal tax administration agencies 
in each of the 50 states, the District of Columbia and New York City. On behalf of 
the Federation, I want to extend our appreciation for the opportunity to testify today 
and to you and the Committee for holding a hearing on this extremely important, 
but often ignored, aspect of federal tax restructuring. 

The testimony focuses on three objectives: (1) To provide an overview of the 
relationships between state and federal income taxes and to impart an 
understanding of the profound effects that federal tax restructuring will have on 
state revenue systems; (2) To examine the particular effects that various types of 
restructuring proposals under consideration will have on state tax systems; and (3) 
To encourage you to recognize that the magnitude of the impacts on state tax 
systems as well as the lessons that might be learned from state experiences with 
various forms of taxation are such that they deserve a significantly closer 
examination than can be accomplished here. Therefore, 1 encourage you to set up a 
formal working relationship with state and local officials to conduct an in-depth 
examination of these issues. 

Preliminary Statements 

Let me begin with two preliminary statements to put the rest of the testimony in 
perspective. First, no attempt is made this analysis to assess the tax policy, 
macroeconomic, simplicity or equity merits or demerits of any particular proposal or 
type of approach to federal tax restructuring. The Federation has not adopted a 
policy position that the federal tax should or should not be overhauled. Neither 
have we taken a position for or against any particular federal reform proposal, 
[nstead, the efforts of the Federation have been directed to understanding the 
mpacts of the various approaches to federal restructuring on state tax structures and 
:o encourage an in-depth analysis tmd understanding of these impacts as the 
Congress proceeds to deliberate federal tax restructuring. 

Second, I want to acknowledge an irrherent bias underlying the analysis. To wit, 
n our federal system of government, states, are sovereign entities the activities of 
vhich are confined and dictated by the boundaries and teachings of the U.S. 
Ilonstitution. As such, the Federation believes states should be accorded maximum 
lexibility to design their own revenue systems to meet the needs of their citizens 
ind to reflect the desires of their citizens, keeping in mind considerations of burden 
)n the taxpayer and administrability of the tax system as well as the requirements of 
he Constitution. To the extent that the choices of the states are constrained by 
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federal actions, this should be done in a cognizant and knowing manner after full 
discussion. 


Relationships between Federal and State Income Taxes 
Fundamental Premise 

It is the basic premise of this analysis that states cannot effectively maintain and 
administer a personal or corporation income tax of the nature now imposed 
without a counterpart federal tax. That is to say, state income taxes are so closely 
related to and reliant on various features of the federal income tax code that, in my 
estimation, states will not be able to independently maintain a personal or corporate 
income that differs in fundamental ways from a federal income tax. Further, I 
believe proposals which call for the repeal or substantial modification of federal 
corporation or individual income taxes will also effectively require that state 
income taxes, at least as they are now structured, be repealed or similarly modified.' 

State administrators arrive at the above conclusion because in today's 
environment, states [and taxpayers] are heavily reliant on the backbone and 
infrastructure of the federal income tax for the administration of state income taxes. 
There are three aspects of the current relationship which are important. 

Structural Relationships 

States conform closely to and rely on federal definitions of the various items of 
income and expense and in defining the treatment of various types of transactions 
etc.2 This conformity with federal law is extensive. For example, 37 of the 42 states 
with a broad-based individual income tax base the state tax calculation on a federal 
starting - either adjusted gross income (26 states), taxable income (8 states) or federal 
tax liability (3 states). For itemized deductions, 29 of the 34 states which allow such 
begin with or conform fully to federal itemized deductions, and 39 states follow 
federal Individual Retirement Arrangement rules. On the corporation income side, 
conformity with federal law is also substantial. All but 5 of the 47 jurisdictions with 
a corporate income tax, begin the state tax with federal taxable income, and all but 
two states have adopted federal depreciation schedules. Even where a state deviates 
from federal law, it most often calls for the addition or subtraction of an item that 
has been computed for federal purposes. 

Without a federal tax, states would be required to maintain this infrastructure of 
rules, regulations definitions and treatments independently, a daunting task that 
certainly could not be accomplished within anything resembling current resources 
devoted by the states. It is inevitable that there would quickly be substantial non- 
uniformity among the states [to a much greater degree than present] which would 
impose inordinate burdens on taxpayers attempting to comply with multiple 
regimes. The magnitude of the difficulties is such that states would, in my 
estimation, soon begin to model any new federal regime. 

Compliance Relationships 

Beyond the structural relationships, states also rely extensively on the Internal 
Revenue Service activities as a part of and complement to their enforcement and 
compliance programs.^ With respect to the corporation income tax, states are 


' Some may argue that states generally, or at least some states, would be able to continue to administer 
an income tax even in the absence of a federal counterpart. Even if this is true for some states, it is a 
certainty that the cost of administering such a tax would be exponentially greater than it is currently. 
Moreover, without a federal tax, there is likely to be an increasing lack of uniformity among the states 
which will create a variety of compliance difficulties for taxpayers. Both of these considerations will 
drive states to re-examine a decision to maintain a "stand-alone" income tax over time. 

^ For a mote complete discussion of the relationships between state and federal income taxes, see 
Harley Duncan and Ronald Alt, "FTA Report: Impact of Federal Tax Changes on State Tax Systems," 
State Tax Motes. Vol. 7, No. 49 (December 3, 1993), pp. 233-238. 

^ Currently, all states but one have entered into an exchange of information agreement with the 
Internal Revenue Service imder I.R.C. § 6103. Through the agteement, they can receive, at their option, 
a variety of reports and abstracts on a regular basis. Some of the information available includes 
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extremely reliant on federal determinations of taxable income. While states devote 
substantial resources to the audit of corporation tax returns, their audit activities are 
focused primarily on verifying the apportionment of income across states, 
examining the taxpayer's treatment of certain types of transactions, and determining 
the membership of the unitary group if the state employs combined reporting. 

On the individual side, states also rely heavily on federal examinations and 
adjustments (particularly those involving the matching of information returns) as 
primary enforcement tools. In addition, states use federal income tax return data for 
a wide range of individual, independent enforcement programs. 

Without, the federal income tax and the compliance offshoots, equivalent 
:ompliance efforts simply are not within the reach of most individual states. The 
Committee should remember that, on average, state personal and corporation 
income tax rates are roughly 20-25 percent of the federal tax rates. 

Information Reporting 

Finally, states are reliant on the federal information reporting mechanisms for 
ncome tax administration. To a very considerable degree, states simply mirror 
•ederal requirements [and forms, formats, etc.] for third-party information reporting 
md tax withholding. Seldom, does a state attempt to impose requirements in excess 
jf the federal duties; some states do, however, rely only on federal information 
■eports and do not require separate filings at the state level. 

Attempting to replicate these systems individually would likely result in 
lonuniformity and increased burdens on taxpayers, not to mention additional 
jxpense at the state level. Moreover, states would likely encounter legal challenges 
o their ability to require certain entities who may not be physically present in a state 
o file information reports on transactions with residents of the state. Such reports 
ire necessary for a full accounting of income and for insuring the taxpayer has the 
nformation necessary to prepare his/her return. Use of the federal reporting 
nfrastructure eliminates the question. 

leasons for Conformity 

States conform to the federal tax code primarily as a means to simplify and 
)romote compliance with the state income tax. Conformity is of benefit to both 
axpayers and tax agencies. Conformity makes it simpler for taxpayers to comply 
vith state taxes because they do not have to deal with two separate sets of tax laws, 
ules and definitions and do not have to maintain two sets of accounts and books. 
Tonformity reduces the complexity especially for firms and individuals operating 
in an interstate basis. 

Conformity also serves the interests of states in that the reduced complexity 
iromotes voluntary compliance. Moreover, with conformity, states can rely on 
ederal compliance efforts to also assist and complement their efforts. It also 
mproves the ability of states and the IRS to undertake cooperative and joint efforts 
0 improve tax administration and compliance. 

telationships: Summary 

The legal and operational interrelationships between state and federal business 
nd individual income taxes is substantial and pervasive. As a consequence, federal 
JX restructuring proposals which make fundamental changes in the federal income 
tx will have profound effects on state income taxes specifically and state and local 
seal systems generally. These effects are so substantial - they affect the very 


ivenuc agent reports for businesses and individuals, adjustments based on information return matching 
rograms, and extracts from both the busirress and individual master files and the information returns 
laster file. 
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manner in which sovereign entities will be able to raise revenues to meet the needs 
of their citizens — that they argue for additional examination by' the Committee.^ 


Assessing the Impact of Restructuring Alternatives 

This section of the testimony is intended to provide a high-level overview of the 
impact of the various restructuring alternatives that have been proposed on state tax 
systems and structures. As stated above, the intent is not to assess the policy merits 
or demerits of the various alternatives. Instead, it is intended to identify the impact 
on state tax systems, particularly from the perspective of the range of tax policy 
choices available to state policymakers. . That is to say, what is the impact of the 
measure on the tax sovereignty of the states in our federal system. 

Time and space do not allow a complete discussion of all the relevant issues. 
More importantly, not all of the relevant issues and impacts have necessarily been 
identified. The intent of this analysis is to communicate that the range of identified 
impacts on state tax structures is so broad and profound that the Committee should 
find it necessary to form a special working group of federal and state officials to 
explore all the impacts and issues fully. 

National Sales Tax Proposals 

A federal tax restructuring which provides for the replacement of federal 
personal and corporation income taxes with a single federal consumption-based tax 
in the form of a traditional retail-level sales tax or a transaction-based value added 
tax CVAT)® will have a profound effect on state tax systems. For reasons outlined 
above, adoption of a NST would foreclose options to impose a state-level business 
or personal income tax or any close variant thereof. Instead of choosing from 
among sales, income, excise and property taxes in defining their revenue base, all 
states would effectively be constrained to financing all services from a retail sales 
tax, miscellaneous excise taxes, and property taxes. Consumption taxes would 
constitute over two-thirds of state and local tax receipts, compared to about 40 
percent at the present time.* 

Impact on Tax Policy Choices. The impact, of course, would be most extreme in 
the five states that do not now impose a state retail sales tax (Alaska, Delaware, 
Montana, New Hampshire and Oregon.) The question for those states becomes, are 
they to now shift from their historical choice (that in some cases has been repeatedly 
voiced by the voters at the polls) and switch to a retails sales tax? With a NST and 
no federal income tax, their other choices seem limited. 

Even for those states which currently employ a retail sales tax, adoption of a NST 
could seriously constrain the tax policy choices available to them. The primary issue 
raised in this regard is the degree to which states would be able to define their own 
sales tax base in the face of a NST. That is, if there is a national sales tax base, what 
are the practical and administrative implications of states independently defining 
their own sales tax base and deviating from the national norm. In other words, will 
the complications that arise from a separately defined state tax base impose a 


^ Certain federal restructuring proposals also call for elimination of the federal estate tax. States also 
couple to the federal estate tax and rely on that tax as the backbone of state death taxes. Twenty-seven 
states have only a "pick-up" state tax equal to the state death tax credit against the federal estate 
tax, and the remainder base their death tax on the federal tax. Again, it seems unlikely that states 
could, in large numbers, maintain state death taxes without a federal counterpart, at least with 
anything resembling current resources. 

^ This discussion focuses on the impact of a retail sales tax rather than a transactional VAT. From the 
perspective chosen for this analysis, however, (i.e., the effect on tax choices available to the states) 
the impacts of these two types of transaction-based consumption taxes will be effectively the same. 

^ At the federal level, replacing corporation and personal income taxes with a national consumption 
tax would cause ccmsumption taxes to move from financing 10 percent of federal receipts to over 60 
percent. 
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compliance burden on taxpayers that is so great as to create pressure to conform to 
the national base. The issue is likely to be framed in the context of national 
simplicity and efficiency versus state autonomy and sovereignty.^ 

If states are as a practical matter required to conform fully or closely to the 
national base, their tax policy choices will be constrained as compared to the current 
situation. They will likely tax transactions they have to this point chosen not to tax; 
conversely, they may be exempting transactions they have chosen to tax. 

Decisionmaking Control over the Tax Base. From an intergovernmental fiscal 
perspective, there will be a substantial shift in power to the federal government if 
states are required as a matter of law or practice to conform to a national 
consumption tax base. In such a situation, the federal government would be in 
position of defining the tax base that is responsible for financing over 60 percent of 
federal, state and local services. The destiny of the states would, for the large part, be 
in the hands of the federal government and the tax policy choices they would 
make.® This would occur at the same time that actions are being taken to shift 
substantial expenditure responsibility to the states. 

Administrative Issues/Questions. There are also a host of administrative 
questions and issues that would arise under a NST, particularly if, as some have 
suggested, states are to be responsible for administration of the national sales tax. 
All of these issues cannot be explored here, and they have not, in fact, been fully 
identified.® It will require extensive study and close collaboration between state and 
federal interests to do so. Some of the obvious questions include the degree, if any, 
to which the federal government would participate in financing the costs of 
collection. Likewise, there are numerous questions about federal involvement in 
overseeing state administration to insure quality, efficiency and consistency. 

Beyond this, there are questions of jurisdiction of the states to tax. That is, will 
states be allowed to require direct marketers and others making sales into the state to 
collect state and local sales taxes if they are required to collect for the federal 
government. Even if the state were not collecting for the federal government, 
shouldn't this issue (direct marketing) be solved if the states are confined to a retail 
sales tax base? 

Even if administration of the NST is consolidated, there are state level issues 
which will arise, and there will be a need for state-level records and examinations as 
well as federal. From a federal perspective the only important question is the 
taxability of a transaction. From a state perspective, the question of the jurisdiction 
to which the transaction should be allocated for tax purposes is important. Thus, 
there may well be reason to maintain a dual administration, not unlike exists with 


^ For a discussion of this issue within the context of adoption of a federal credit-invoice (transactional) 
VAT, see Charles E. McLure, Jr., "State and Local Implications of a Federal Value-Added Tax," Tax 
NoteSt March 28, 1988. McLure concludes that the difficulties in administration from differing state 
and federal transaction tax bases makes it likely, or at least wise decision, for the states to conform to 
the federal tax base. 

® Some might argue that the same is rxnv true because of the coirformily between state and federal 
income tax bases. However, with income taxes, states can nonconform to some types of federal changes 
that do not impose inordinate compliance burdens on taxpayers and do not substantially reduce state tax 
compliance. For example, states can norxxmfotm to a capital gains income exclusion because the 
taxpayers would know (and the state could receive an information report) on the total capital gains 
before exclusion. In addition, in the rnirrent situation, income taxes make up a much smaller portion of 
state and local tax receipts than would a consumption tax that was replacing current income and sales 
taxes. 

® For a discussion of some of the issues involved in state administration of a federal tax, see Ernest J. 
Dronenburg, Jr, "SAFCT: State Administered Federal Ctmsumpbon Tax: The Case for State 
Administration of a Federal Tax," Paper presented to the New York University, Armtial State and 
Local Taxation Conference, November 30, 19595. 
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respect to income taxes today. Such dual administration exists also in motor fuel 
taxation where the federal government is concerned only with fhe taxability of the 
product, but states are concerned with the jurisdiction in which the fuel is used.'® 

Finally, federal and state policymakers must be concerned with potential 
noncompliance with a national sales tax, particularly at rates that would be 
necessary to replace federal and state individual and business income taxes. It is not 
unreasonable to arrive at estimates holding that a combined federal and state sales 
tax rate would need to run as high as 30-40 percent if it is intended to replace all 
federal and state income, sales and estate taxes." The rewards and incentives for tax 
evasion with rates at such levels are sizable. With no (or at least unknown) 3rd 
party withholding and information reporting, there are likely to be certain types of 
enterprises that pose serious compliance issues, not unlike those faced by states 
today. 

National Sales Tax: Summary. Replacing the federal income tax with a national 
sales tax would have serious implications for state tax systems. Not only would it 
effectively end state business and individual income taxes, it would likely 
concentrate control of the remaining sales tax base in the hands of the federal 
government. Further, administration of the tax would raise a number of complex 
issues, regardless of whether administration was consolidated or separate, which 
deserve further review. 

"Consumed Income" Tax 

Certain proposals have been made to convert the individual income tax to a 
"consumed" income tax where the base is equal to income from wages, interest and 
dividends less net additions to savings or investment. That is, there is an unlimited 
deduction for savings, thus giving rise to the term. Unlimited Savings Allowance or 
USA tax. A consumed income tax would have substantial impacts on state tax 
systems, but in terms of the effect on tax choices and tax sovereignty, the impacts are 
of a lesser, or more manageable, magnitude than adoption of a NST. 

As to individual income taxes, the impacts of the consumed income tax are 
somewhat mixed. As a general proposition, however, it seems ciear that the 
"consumed income" tax is an individual-level tax to which the states could conform 
or couple and which couid be administered in much the same manner as current 
income taxes. Moreover, at ieast as a practical matter, a state would seem to be in a 
position to "nonconform" to the unlimited savings allowance. Thus, it couid 
effectively maintain a tax base which is similar to today's with all wages, interest, 
dividends and gaiits in the base and various adjustments made for items of expense. 


State sales taxes (and consumption taxes in other countries) are generally imposed cn a destination 
basis, i.e., where the good or service is delivered or used or consumed. This has proved particularly 
difficult for certain types of services. This could create both opportunities or problems in a NST context. 

" Sen. Richard Lugar Sen. Lugar estimated that a rate of 17 percent would be sufficient to replace 
federal income and estate taxes. In 1994, federal irtcome and estate taxes amounted to $731 billion, 
which implies an assumed federal tax base in Sen. Lugar's computations of about $4.3 trillion. State 
and local income, estate and sales taxes totaled about $400 billion in 1994 which would add an 
additional 9-10 percent to the required rate, based on the implied base. See U.S. Department of 
Commerce, Economics and Statistics Administration, Survey of Current Business, Vol. 75, No. 4) April 
1995. Most observers believe Mr. Lugar's estimated rate was trx> low. [See, for example, William G. 
Gale, "Building a Better Tax System," The Brookings Review, , Fall 1995, p. 20. See also Bruce 
Bartlett, "Consequences of Replacing Federal Taxes with a Sales Tax," Joint Economic Committee, 1995.] 
The implied base of the 17 percent tax ($4.3 trillion) is approximately equal to total personal 
consumption expenditures ($4.6 trillion in 1994) which includes all personal purchases of housing, 
medical care and food. Allowing for some exemptions to this base, it is rrot impossible to imagine a tax 
rate of 40 percent as necessary to compensate for all repealed taxes. 


This is dependent on the precise marmer in which the allowance is computed and if the taxpayer has 
at his/her disposal the requisite information to compute the amount to be added back for state 
purposes. It seems this information should be available. 
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Further, states could conform partially to the savings deduction, should they so 
choose. 

The uncertainty regarding the consumed income tax involves the degree to 
which its adoption would interfere with the principle undergirding state income 
taxes of taxing income at the "source" or where it is earned and the issues stemming 
therefrom. At present, nearly all states with an income tax employ the source 
principle of taxation where all income which is earned or has its source within a 
state, even if earned by a nonresident, is subjected to tax.i^ 

With the current "modified net income tax," it is entirely appropriate to employ 
the source tax principle. If, however, the tax is shifted to a "consumed income" bcise, 
it could be argued that the state in which the income was earned is no longer 
relevant, but it is the state where the income is consumed which is relevant. Since 
the state of consumption cannot be tracked with any specificity, the argument could 
be made that the state of residence would be the "default state of consumption" if 
you will. The question then becomes the degree to which this leads to a shifting of 
tax burdens among states and the avoidance of tax by those working in a consumed 
income tax state and living in a non-income tax state. If only part of the states were 
to shift away from the source principle, it would seem that potential double tax 
could arise if a "consumed income" state of residence were not to recognize tax paid 
to a source tax state. 

Even if states can or do maintain the source principle of taxation, the problems 
and issues involved with taxing deferred earnings (which are present and vexing 
today) will likely be exacerbated. The unlimited deduction for savings will simply 
magnify the problem facing states today with the taxation of nonresident pensions, 
[i.e., taxation of payments to nonresidents when the work giving rise to the pension 
was performed in an income tax state and the individual retires to a non-income tax 
state.] There is no effective way to administer a, tax on deferred earnings in an 
equitable fashion. With an unlimited deduction and deferral, the potential drain on 
the tax base of an income tax state is increased. 

"Flat Tax" Proposals 

Several proposals for federal tax restructuring include the "flat tax" approach 
wherein individuals would be taxed at a single rate after allowance for a tax-free 
threshold which includes a "standard deduction" and an allowance for personal 
exemptions. The tax base would be equal to gross active income (essentially wages 
and pension benefits, but not investment earnings).’^ The flat tax proposals most 
commonly discussed will leave the states with an income-based tax to which they 
can couple and conform. It will be a substantially different tax than the current one. 

The flat tax base will not include income from interest, dividends and gains. 
This would seem to effectively prevent any state from including those tjrpes of 
income in the state tax base since the requirements imposed on payers to report this 
income to taxpayers and tax authorities will presumably be repealed. States are 
currently reliant on federal reporting and capture of the data for their enforcement 
purposes and for practical and legal reasons could not replicate those requirements 
for a state-level only tax. 

The ability of states to allow any other type of exclusion or deduction will also be 
constrained if there are not otherwise existing systems for reporting to taxpayers and 


States also tax tn a residence basis whereby all income earned by a resident (regardless of where 
earned) is included within a return. A credit is given for taxes paid to other states to avoid double 
taxation. 

Rather than exclude savings from the tax base as in the consumed income proposals, the flat taxes 
generally exempt the return from savings. This is essentially a matter of timing of tax payments and 
from an economic perspective, the two taxes are much the same. There are differences in the two from 
the perspective used here. 
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tax authorities. For example, if there are no itemized deductions on the federal 
return, it will be difficult to allow such deductions at the state level unless there are 
reporting mechanisms in place. 

In short, the flat tax proposals are likely to reduce the policy choices available to 
states by eliminating some of the federal infrastructure necessary to maintain a 
more complex tax system. States should, however, be able to establish a graduated 
rate, rather than flat-rate, structure if they so choose. The issue of taxing deferred 
earnings of nonresidents will remain an issue under this proposal, although it is 
not exacerbated as in the consumed income proposal. 

Restructuring the Corporation Income Tax 

On the business side, there are several proposals'^to replace the corporation 
income tax with a subtraction method VAT, where the .base is equal to total sales 
receipts minus purchases from other businesses including investments. The tax is 
an operational tax in that it is applied against the business entity and would be 
administered through an annual tax return rather than on a transactional basis. 

To all appearances, the subtraction-method VAT proposed for the primary 
federal-level business tax is one that is compatible with state tax principles and 
practices. That is, it seems that states could conform or couple to the federal VAT 
base and then apportion the base among the states in much the same manner as 
they do today with the corporation income tax. The state of Michigan employs the 
functional equivalent of this with the Single Business Tax which is an apportioned 
VAT using the addition, rather than subtraction, method of arriving at the tax base. 
New Hampshire also employs a similar "business enterprise tax."’^ 

In short, with these proposals, states would be able to retain an entity-level 
business tax that is related to the amount of business activity in the state. If the tax 
base finally adopted is indeed a broad-based VAT with few exclusions and 
complications, it could represent an improvement over the corporation income tax 
from an administrative and policy standpoint. 


The Need for Further Investigation and Analysis 
To this point, I hope I have been able to convince you of two things: (1) The 
potential impacts of federal tax restructuring on state tax systems is profound and 
will substantially affect the range of tax policy choices available to state 
policymakers; and (2) There is still much work to be done in identifying all the 
issues that should be considered at the federal and state levels as you address federal 
tax restructuring. 

For these reasons, I would encourage you to form a partnership with state 
officials — in the form of a staff-level working group or some other form — to further 
analyze the state-level Issues involved in federal tax restructuring. In our federal 
system, states and the federal government are partners in serving the citizens, and 
we must be cognizant of the impact of our actions on our partners at the other level. 


See, for example, the USA lax proposal introduced by Sens. Nurm and Domenici and the flat tax 
proposal of Rep. Armey. The business tax in the Armey proposal is similar to the USA VAT proposal, 
but it allows a deduction for wages as part of its attempt to integrate personal and business taxes and 
tax all income only once. This does not directly affect the ability of states to '^piggy-back" on the tax. 
It does^ however, make the tax "non-border adjustable" under international trade agreements which 
means the tax cannot be removed from exported goods and imposed on imported goods like the VAT 
proposed by Nunn and Domenici. This diHecence may affect international trade and problems posed for 
tax administrators by transfer pricing issues. For a more complete discussion, see Dan Bucks, "Major 
Federal Tax Changes: Perils and Possibilities for the States," Tax Administrators News, July 1995. 

For discussion, see V. Hummel Berghaus, IV and William F.J. Ardinger, "The Policy and Structure of 
the Business Enterprise Tax," New Hampshire Bar Journal, December 1993, pp. 5-18. See also, 
Michigan Department of Treasury, "Analysis of the Michigan Single Business Tax," 1985. 
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This is especially true when it comes to federal tax restructuring because of the 
interrelationships between our tax systems. 

A cooperative working relationship of the type I envision would pursue four 
objectives: (1) Identify and analyze fully the impact of federal restructuring proposals 
on state tax systems; (2) Educate the Members of Congress and state officials on the 
impacts of federal tax restructuring; (3) Identify state experiences with different 
forms of taxation which might be instructive for federal policymakers; and (4) Lay 
the groundwork for the effective implementation of such restructuring proposals as 
might be adopted. 

Conclusion 

The key points made in the testimony include: 

• In the interests of simplicity for taxpayers, states currently model their personal 
and corporation income taxes after the federal income tax. States conform closely 
to federal definitions of the various items of income and expense and in defining 
the treatment of various types of trairsactions etc. In addition, states rely 
extensively on the Internal Revenue Service in their enforcement and 
compliance programs, and states are heavily reliant on the federal information 
reporting mechanisms for income tax administration. 

• As a result, it will be difficult, if not impossible, for states to maintain and 
administer a personal or corporation income tax of the nature now imposed 
without a counterpart federal tax. To attempt to duplicate the federal 
infrastructure is a daunting task and would certainly increase significantly the 
state resources required to administer an income tax. It would also inevitably 
lead to a lack of uniformity and inordinate burdens on taxpayers. For these 
reasons, it is likely that any federal reform proposal that calls for the repeal or 
substantive modification of the federal income tax will also effectively require 
that state income taxes be modified in similar ways. 

• As a result, all the current proposals for fundamental federal tax restructuring 
will have substantial impacts on the nature of state tax systems and the tax policy 
choices available to them. Each of the proposals will, to varying degrees, reduce 
the tax policy flexibility currently enjoyed by state governments. 

• Replacing the federal income tax with a national sales tax has the most extreme 
impact because it effectively eliminates state income taxes as well. Further, it will 
likely constrain significantly the ability of states to define their own sales tax base 

• The consumed income and flat tax proposals will change the fundamental 
nature of the income tax. They do, however, provide an entity-level, subtraction 
method VAT based on business activity to which the states could reasonably 
couple a counterpart state tax. Similarly, they retain an individual tax which 
includes at least earnings to which the states could also couple. In both cases, 
however, the nature of the individual tax will constrain the options available to 
the states. 

• A corollary effect of the reduction in tax policy choices is that each of the 
proposals consequently tends to concentrate decision making about the tax base 
and fiscal resources available to states at the federal level. That is to say, 
Washington may be coming into greater control over state revenues at the same 
time they are devolving additional responsibilities to the states. The counter- 
direction of the two trends is a matter of concern. 

• The impact of federal restructuring on states is such that the U.S. Congress 
should enter into a partnership with states to identify and analyze fully the 
ramifications of federal tax restructuring on state tax systems. We have 
suggested a staff-level working group as the appropriate starting point in this 
regard. The nature of the impacts is so profound and the importance of a state- 
federal partnership so critical that every effort must be made to work together in 
this important area. 
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Chairman Archer. Thank you, Mr. Duncan, and thank you for 
giving back a little of your time so I can go vote. 

My thanks to each member of this panel. There will be no fur- 
ther questions. You are excused. 

The Committee will stand in recess until I can come back from 
this vote. 

[Recess.] 

Chairman Archer. The Committee will come to order. 

Randall Fields, Dan Wilford, William McLin, Hon. William 
Lukhard, would you please take seats at the witness table. 

Gentlemen, thank you for coming to give us the benefit of your 
thinking on this structural tax reform consideration that we are 
building toward. Let me again ask you if you will summarize your 
oral testimony to within 5 minutes, we would be greatly appre- 
ciative. Your entire written statement will be entered in the record. 

Mr. Wilford, would you identify yourself and then proceed. 

STATEMENT OF DAN S. WILFORD, PRESIDENT, MEMORIAL 

HEALTHCARE SYSTEM, HOUSTON, TEXAS; ON BEHALF OF 

THE VHA, INC., IRVING, TEXAS 

Mr. Wilford. Yes, sir. Thank you, Mr. Chairman, Members of 
the Committee. Chairman Archer, I bring you greetings from your 
many, many friends in Houston. 

Chairman ARCHER. Thank you. 

Mr. Wilford. Thank you for the opportunity to testify today 
about the impact of tax reform on tax-exempt health care organiza- 
tions. My name is Dan Wilford. I am president of Memorial 
Healthcare System in Houston, a private, not-for-profit health sys- 
tem with five acute care hospitals, three specialty hospitals, and 
numerous outpatient facilities, all serving the community of Hous- 
ton. I am here today representing VHA, Inc., an alliance of over 
1,300 not-for-profit health care organizations. Memorial is a char- 
ter member of VHA. 

First, let me say that VHA supports the efforts to make the Tax 
Code fairer, simpler, and more efficient. The task ahead is 
daunting and VHA wants to be involved in the process. While we 
support reform, we hope the Committee keeps in mind the special 
role not-for-profit health care organizations play in meeting the 
needs of individuals and communities where government is either 
unwilling or unable to respond. 

Unlike investor-owned hospitals, which are accountable to stock- 
holders, not-for-profit hospitals are accountable to the communities 
we serve. Not-for-profit health care organizations continue to play 
a vital role by not only providing care to mediczdly indigent but by 
working in communities to improve overall health status. Between 
private community hospitals and State or local government hos- 
pitals, the not-for-profit sector accounts for 86 percent of all com- 
munity hospitals in this country. 

VHA is concerned that some of the proposals may jeopardize not- 
for-profit health care. Our concerns are focused in three areas: Ap- 
plication of new taxes to core activities of not-for-profit providers, 
elimination or dilution of essential tax incentives such as the exclu- 
sion for tax-exempt bond interest and the deduction for charitable 
contributions, and possible increases in State and local taxes which 
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could be triggered by a major change in the Federal tax status of 
charitable health care organizations. 

Now I will briefly comment on the proposals that may affect not- 
for-profit hospitals. The flat tax would accommodate an exemption 
from tax for not-for-profit health care organizations. However, we 
see two major disadvantages of this proposal. 

First, it would effectively eliminate the tax-exempt bond market. 
Hospitals that rely on tax-exempt bonds to fund capital improve- 
ments would be forced to acquire debt at higher interest rates. This 
would jeopardize the availability of capital for some not-for-profit 
hospitals. 

The flat tax would also eliminate or restrict the deduction for 
charitable contributions. Many tax-exempt hospitals rely on dona- 
tions to fund expansions, education and research, and charity care. 
Eliminating the deduction for charitable contributions may affect 
the ability of not-for-profit hospitals to continue their broader mis- 
sion of service to the community. 

A 15-percent national retail sales tax poses a threat to not-for- 
profit hospitals. The tax is essentially a sales tax applied to all 
services provided by not-for-profits that are “commercially avail- 
able.” Although investor-owned hospitals comprise only 14 percent 
of the inpatient hospital market, they do have a presence in most 
major markets. Therefore, many services provided by the not-for- 
profit hospital would be commercially available. This would have a 
more devastating financial impact than the simple loss of tax ex- 
emption under current law. 

The value-added tax has some of the same disadvantages as a re- 
tail sales tax, though it would be possible to craft workable exemp- 
tions for not-for-profit hospitals. 

The USA tax preserves the core exemption of not-for-profit hos- 
pitals, the deduction for charitable contributions, and the special 
treatment for tax-exempt bond interest income. However, the taxes 
imposed on unrelated business income could adversely affect hos- 
pitals. 

Overall, VHA believes that the imposition of new taxes on health 
care organizations, the elimination of tax-exempt bonds, and the 
denial of charitable deductions could put not-for-profit health care 
in jeopardy. We urge the Committee to consider the important role 
of not-for-profit health care and design provisions in any new Tax 
Code that will preserve our unique role. 

We appreciate this opportunity to present our thoughts to this 
Committee and wish you the best as you pursue your work. 

Thank you, sir. 

[The prepared statement follows:] 
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STATEMENT OF VHA INC. 

TO THE COMMITTEE ON WAYS AND MEANS 
OF THE UNITED STATES HOUSE OF REPRESENTATIVES 

IN CONNECTION WITH THE HEARING ON 
THE IMPACT ON TAX-EXEMPT ENTITIES OF 
REPLACING THE FEDERAL INCOME TAX 
May 1. 1996 


Delivered by Mr. Dan S. Wilford 
President 

Memorial Healthcare System 
Houston, Texas 
On Behalf of 
VHA Inc. 

Irving, TX 


VHA Inc. (formerly. Voluntary Hospitals of America. Inc.) appreciates the 
opportunity to submit this testimony on the impact on state and local governments and tax- 
exempt entities of replacing the Federal Income Tax. Structural tax reform is of great interest to 
not-for-profit organizations generally, and a serious matter for charitable hospitals throughout the 
United States. 


My name is Dan Wilford, and I am the President of Memorial Healthcare System 
in Houston. Memorial Healthcare System is a private not-for-profit health care organization 
which operates five full-service acute care hospitals, three specialty hospitals and an ambulatory 
care center - all in various neighborhoods throughout the city of Houston. Through our regional 
affiliate program, we have relationships with 12 other hospitals throughout south and east Texas 
that benefit from Memorial's shared purchasing services, medical staff, education programs and 
management team. 

In 1995, Memorial Healthcare System provided to the community of Houston 
$266 million Houston in the form of uncompensated care. Medicare and Medicaid services, 
charity care, and community health improvement programs. 

I am here today representing VHA. Memorial Healthcare System is a member of 
VHA, an alliance of over 1,300 not-for-profit hospitals and affiliated health care organizations. 
VHA provides to its members information, products, and services to help them improve 
community health, clinical effectiveness, and operational efficiency. 

VHA's mission is directly related to the strength and charitable focus of the not- 
for-profit community hospital in the face of increasingly competitive economic pressures. 
Indeed, the need to develop economic strategies to ensure not-for-profit hospitals' ability to 
achieve their mission is a principal objective of VHA programs and activities. 

Summary of Comments and RecommeiirUtions 

Not-for-profit health care providers play a critical role in meeting community 
health needs. Federal tax benefits are important in helping such organizations carry out their 
mission and meet their needs for capital. 

VHA supports efforts to make the tax code fairer, simpler, and more efficient. 
We agree with Chairman Archer that the economy loses substantial amounts of productivity 
every year because of our burdensome federal tax system. Even tax-exempt organizations are not 
exempt from having to expend millions of dollars to comply with the tax code in its current form. 
However, some of the tax reform proposals currently being considered could jeopardize the 
future of the not-for-profit health care sector, such as: 


Application of the new taxes to core activities of not-for-profit healthcare providers; 
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• Elimination or dilution of essential lax incentives, such as the exclusion for tax-exempt 
bond interest and the deduction for charitable contributions; and 

• Possible increases in state or local taxes that could be triggered by such a major change in 
federal tax status of charitable health care organizations. 

VHA looks forward to working with Chairman Archer and the Committee on Ways and Means 
to address these concerns in a creative and appropriate manner. 

Role of the Not-for-Profit Sector 


Historically, the not-for-profit sector has filled an important role in American 
society. First, it has served to lessen the burdens of Federal and State government. It has done so 
by taking on tasks which might otherwise fall to governmental agencies, but which are handled 
more efficiently and humanely by publicly supported charities. Such tasks have included 
providing food and shelter for the poor, and urgent and routine medical care for the indigent. 
Second, it has provided goods and services deemed to be inherently beneficial to the public-e.g., 
education, care for the elderly, and community-focused health care. Traditionally, the not-for- 
profit sector has used volunteers and funds provided by charitable contributions to subsidize the 
cost of such goods and services so that they may be distributed more widely. 

Today, the not-for-profit sector plays an even larger role. Nearly one million 
charitable, educational, religious, health and social welfare organizations nurture and sustain the 
values that frame American life. While the U.S. Congress is considering substantial cutbacks in 
the Federal government’s funding of education, social welfare and public insurance programs 
(including Medicare and Medicaid), not-for-profit organizations are being asked to do more than 
ever before in providing important community services and programs. 

Special Role of Not-for-Profit Health Care 

Not-for-profit health care organizations continue a centuries-old tradition of 
providing health care services to the sick. In addition, not-for-profit organizations today are 
demonstrating their accountability to the communities they serve by reaching beyond the bounds 
of traditional health care and managing and improving health status of people in communities. 
They embrace a broader vision of health and address the underlying causes of disease and injury 
in their community-wide health programs. 

Approximately 86 percent of America's community hospitals are not-for-profit, 
with the majority organized as non-governmental 501(c)(3) institutions. They provide a broad 
range of health care services and programs including medical research, education, community 
health improvement, and acute inpatient care. These not-for-profit organizations also provide 
medical services to the community that are often unprofitable but essential, such as bum care, 
neonatal intensive care, care to people with HIV. and emergency medicine. 

Not-for-profit hospitals today have grown into sophisticated health care provider 
organizations, but their charitable role is no less important. Moreover, Congress' decision not to 
enact universal health reform legislation means that voluntary hospitals will be challenged to 
assume even greater burdens now and in future years. Impending Medicaid and Medicare budget 
cuts will pose additional challenges for community-based health care providers. As in the past, 
not-for-profit charitable health care providers will be called upon to meet community health 
needs that Government is unable or unwilling to fulfill. 

Importance of Tax Benefits for Not-for-Profit Organizations 

The exemption from income lax of charitable and other not-for-profit 
organizations is long-standing.' The exemption permits not-for-profit organizations to set aside 


Prior to the enactment of the first corporate income lax, the uix “exemption" of non-profits existed primarity 
by statutory omission. Customs and excise taxes applied only to specified business entibes and activities. When the 
income tax of 1894 imposed a flat two percent rate on all corporate income. Congress provided exemption for not- 
for-profit charitable, religious and educational organizations, as well as certain not-for-profit mutual organizations. 
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or retain earnings for future capital improvements. It also provides a uniform foundation for 
many state tax exemptions. 

A second tax provision is the exclusion for tax-exempt bond interest. Charitable 
organizations with significant capital needs, such as hospitals and universities, rely on tax- 
exempt financing to provide much needed capital. Since not-for-profit hospitals caimot by law 
issue stock to raise money through equity markets, debt and retained earnings are their only 
sources of capital for much needed renovations, and health system improvements. At present, 
the markets for tax-exempt financing ate very well established. At least in the short run, many 
hospitals and other not-for-profit entities would be simply unable to obtain debt financing at all if 
these markets were disrupted. 

A third tax provision that directly benefits charitable organizations is the 
deduction for charitable contributions. Congress has long sought to encourage charitable 
donations through the tax system. The deduction for charitable giving has existed almost as long 
as the income tax itself. Charitable giving goes hand in hand with volunteering as the primary 
means by which many not-for-profit organizations are able to carry out their mission. In the 
health care context, individual and corporate contributions are essential funding sources for 
medical research and education, capital improvements and community health improvement 
organizations. 

Income Tax Restructuring 

VHA strongly supports the Congress’ efforts to make the federal tax system 
simpler and more efficient. It also applauds Chairman Archer for pursuing reforms that would 
encourage savings and investment, improve the international competitiveness of U.S. business 
and increase tax revenues from the underground economy and non-compliant taxpayers. 

However, the movement to completely replace the federal tax system poses a 
number of potential problems for not-for-profit organizations. These are discussed in detail 
below in the context of the different tax reform proposals. It is our hope that these problems will 
be faced squarely and resolved creatively so that the unique role of not-for-profit organizations 
will not be compromised or their influence eroded. 

The Flat Tax 


A flat tax, such as the one proposed by Congressman Dick Armey (H.R 2060), 
has one significant advantage and several disadvantages from the perspective of not-for-profit 
health care systems. 

The advantage of the Flat Tax is that it easily accommodates an exemption from 
tax for revenues derived by not-for-profit organizations. For example, H.R. 2060 contains a 
blanket exemption from the business tax for "any activity of a governmental entity or any other 
entity exempt from tax." VHA recognizes that under this approach, the tax-writing Committees 
may have to refine the standards for exemption and the taxation of unrelated business income 
(“UBT’). However, maintenance of tax exemption is a paramount issue for not-for-profit health 
systems. To the extent that deductions ate eliminated from the tax base, exemption is even more 
critical because not-for-profit institutions that would not have significant tax liability under a net 
income tax will be forced to assume significant tax burdens if not exempted. 

A major disadvantage of the flat tax is that it would effectively eliminate the tax- 
exempt bond market, which is a key source of capital for not-for-profit hospitals. H.R. 2060 
eliminates tax on interest income, and as a result, tax-exempt bonds would become obsolete. 
Not-for-profit hospitals would be forced to fund capital improvements with taxable debt at a 
higher interest rate, which may cost millions of dollars in some cases. Furthermore, many not- 
for-profit health care organizations would be penalized not only by paying higher interest rates, 
but by limitations on their ability to borrow at all. Because not-for-profit hospitals are precluded 


Comparable measures were subsequently enacted after the Sixteenth Amendment was ratified, firmly establishing the 
principle of tax exemption of not-for-profit organizations. 
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from raising money through the equity markets, tax-exempt financing is a critical source of 
capital for health system renovations, expansions and consolidations. 

Another disadvantage of the Flat Tax is that it may eliminate or restrict the 
deduction for charitable contributions. Under H.R. 2060, the charitable contribution deduction is 
completely eliminated. Tax-exempt hospitals are supported by charitable contributions both 
directly and indirectly. Some institutions (particularly those that focus on children's' healthcare) 
are heavily supported by donations. Other institutions, such as academic health centers, receive 
the benefits of charitable contributions more indirectly-e.g., through grants to fund medical 
research. In 1992, health care organizations derived an estimated $9.2 billion dollars from 
contributions. If the charitable contribution deduction were eliminated, healthcare organizations 
could lose a substantial portion of that amount.^ 

National Sales Tax 


A national retail sales tax, such as the bill introduced by Congressmen Schaefer 
and Tauzin (H.R. 3039), has a number of significant disadvantages and very few, if any, 
advantages from the perspective of not-for-profit healthcare organizations. 

The bill imposes a IS percent national retail sales tax on the use, consumption or 
enjoyment of any taxable property or services. Contributions of property or services to certain 
“qualified" nonprofit organizations are exempt from tax. In addition, the provision of property or 
services by certain nonprofit organizations are exempt, but only if the property or service 
provided is (1) substantially related to the organization's exempt purpose and (2) not 
commercially available. 

The first major disadvantage of the retail sales tax approach (as formulated by 
H.R. 3039) derives from the linkage of a particular item’s lax ueatment with its “commercial" 
availability. Congress should be well aware that investor-owned health care systems currently 
control 14 percent of the in-patient hospital market, and seek to control an ever larger share. 
Consistent with their duties to shareholders, such systems seek to enter profitable markets and to 
provide high-profit margin services. Under the bill, a nonprofit health system could lose the 
benefits of lax exemption with respect to a large number of activities simply because a for-profil 
system entered its market. It would not matter that the not-for-profit hospital used its returns 
from such activities to subsidize unprofitable community health services not offered by the for- 
profit system. This problem with the retail sales tax could be cured, however, by simply 
eliminating the “commercial availability” standard of H.R. 3039. 

A second disadvantage of the retail sales tax may not be so easily remedied 
(assuming that the first one is not resolved). If tax-exempt hospitals become subject to a retail 
sales tax on all or a part of the healthcare services they provide, the result will be worse than loss 
of exemption under an income tax. If a currently exempt hospital were subject to income tax, it 
would be able to net its revenue against its expenses (including labor costs) to arrive at its net 
taxable income. Under the proposed sales tax approach, there would be no comprehensive 
netting of expenses and revenues. Rather, every dollar of revenue derived from “commercially 
available” patient services would be subject to tax at a flat 15 percent rate. 

Like the Flat Tax, the Retail Sales Tax also results in loss of two secondary, but 
critically important, tax incentives-the special treatment of tax-exempt bond interest and the 
deductibility of charitable contributions. Because individuals would be taxed only on what they 
consume, income itself would not be taxed. Thus, hospitals and other tax-exempt organizations 
would have to borrow at significantly higher rates, if they could obtain debt financing at all. 
Likewise, donors would have no tax incentive to donate funds to charity. VHA does not believe 
that the elimination of these two tax incentives would be offset by an overall lowering of interest 
and tax rates. 


^ Sec Clotfeldcr, Charles and Richard Schmalbeck, "The Impact of Fundamental Tax Reform on Nonprofit 

Organizations”, Paper presented at the Brookings Institute conference on "The Economic Effects of Fundamental 
Tax Reform" (Feb. 15-16, 1996) pp. 10-13, 20-29, and Table 3. 
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Another disadvantage of non-income based tax systems generally is the possible 
triggering of increased State tax liability. Many State and local tax exemptions derive at least in 
part from exemption from federal income tax under Section S01(c)(3). Even hospitals that 
operate on extremely narrow margins or at a loss for income tax purposes would have substantial 
property tax liability if exemption standards were altered. In addition, repeal of Section 
501(c)(3) could trigger adverse income and sales tax consequences in many States. Thus, VHA 
urges the Committee to retain the concept of federal tax exempt status even if it changes the 
basic framework of the tax code. 

Value Added Tax 


If applied at the same rate and to the same base of goods and services, a value- 
added tax (VAT) should collect the same amount of revenue and affect consumers the same way 
as a retail sales tax. The major advantage of a VAT is that it spreads the compliance burden over 
more firms and organizations. 

Under a subtraction method VAT. a business pays tax on the difference between 
its sales receipts and the cost of its purchases from other businesses, including purchases of 
business equipment and other property. Under a credit-invoice method VAT (often referred to as 
a European-style VAT), businesses pay VAT on their sales, but receive a credit against their tax 
liabilities for VAT paid on inputs purchased from other businesses. In order to maintain the 
greatest degree of simplicity, some VAT proposals (e.g., the proposal of Congressman Gibbons) 
contain no exemption for sales by or to nonprofit organizations. 

It is difficult, but not impossible, to craft workable VAT exemptions. For 
example, exemption from tax does not remove all of the tax on a product if an exempt entity 
cannot claim a credit for tax previously paid on inputs. Under Canada's goods and services tax 
("GST”), charitable non-profit organizations not only ate exempt with regard to most of their 
goods and services, but also are allowed a 50 percent input credit. Alternatively, “zero-rating” 
can remove all of a tax on a product because the organization pays a zero rate on its value added 
and receives a credit for all of the tax previously paid on inputs. 

Like the retail sales tax and the flat tax, a VAT that completely replaces the 
income tax would effectively eliminate the charitable contribution deduction and the tax- 
preferred status of 501(c)(3) bonds. 

Income Tax with Unlimited Savings Deduction 

The proposal to retain an income-based system with an unlimited deduction for 
savings, such as the USA Tax proposed by Senators Domenici and Nunn (S. 833), preserves the 
core exemption of not-for-profit hospitals, but diminishes other tax benefits available under 
current law. 


One major advantage of S. 833 is that it effectively preserves the tax exemption of 
nonprofit health care organizations that qualify as charitable organizations under section 


501(c)(3). 


One apparent disadvantage of S. 833 is its formula for the calculation of UBI. 
The USA Business Tax is an 1 1 percent tax imposed on gross profit derived from all domestic 
sales of goods and services. In calculating gross profit, the computation eliminates any deduction 
for employee compensation and fringe benefits. This calculation would adversely affect the 
health care industry or any other industry that is burdened by high labor costs. 

One advantage of the Nunn/Domenici plan is that it maintains a deductions for 
charitable contributions, as well as the exclusion for tax-exempt bond interest. However. S. 833 
restricts the deduction for most contributions of property (e.g., stock or teal estate) to the lesser 
of the donor's original cost basis or fair market value. 
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Issues Posed for Not-for-Profit Organizations bv Structural Tax Reform 

Structural tax reform could adversely affect many not-for-profit organizations. 
Issues that particularly concern VHA as an alliance of not-for-profit health care organizations 
include the following: 


Whether the New Taxes Will Anolv to Not-for-Profit Organizations 

It is critical that the "Business Tax" portion of any proposed replacement 
tax exempt income or gross receipts that not-for-profit organizations 
derive from activities related to their exempt purpose. Many consumption- 
based tax proposals apparently would tax not-for-profit organizations that 
provide goods and services. Exemption from such taxes should not be tied 
to a particular service or product, but rather the type of entity that supplies 
it. VHA believes that not-for-profit health care organizations should 
be exempted from any such new taxes, except with respect to 
unrelated business income that would be subject to tax under current 
law. 

Whether Exemption May Result in Partial Taxation 

Exemption from income tax completely eliminates tax on not-for-profit 
organizations. Exemption from a consumption-based tax only exempts the 
value added by the not-for-profit organization from tax. not the tax on the 
goods and services it purchases from other businesses. VHA strongly 
suggests that the Committee consider a mechanism to enable a not- 
for-profit health care organization to receive full credit for tax 
previously paid on inputs, as well as an exemption for its own value 
added. 

Whether Essential Tax Incentives Will be Eliminated or Diluted 

Not-for-profit organizations depend not only on exemption from income 
tax, but also on current law incentives for charitable deductions and tax- 
exempt bond financing. Many of the reform proposals, by eliminating or 
diluting the exclusion for tax-exempt bond interest, would sharply increase 
not-for-profit hospitals' "cost of capital" and, in some cases, restrict its 
availability. Such proposals would also eliminate or restrict the tax 
incentives for individual and corporate donations that fund medical 
research and community health initiatives. VHA would like to work 
with Chairman Archer and his staff to maintain appropriate 
incentives for meeting not-for-profit hospitals' capital needs and 
charitable giving objectives. 

Any Erosion in the Feder^ Tax Exemption for Charitable Health Care 
Organizations May Trigger Increased State Taxes 

Many State tax exemptions derive at least in part from exemption from 
federal income tax under Section 501(c)(3). Even hospitals that operate on 
extremely narrow margins or at a loss for income tax purposes would have 
substantial property tax liability if exemption standanis were altered. In 
addition, repeal of Section 50i(c)(3) could trigger adverse income and 
sales tax consequences in many States. VHA urges the Committee to 
retain Federal tax exempt status even if it changes the basic 
framework of the tax code. 
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Conclusion 


The not-for-profit sector contributes significantly to the public good by lessening 
the burdens of government. It provides many essential services efficiendy and compassionately. 
It promotes and nurtures American values of altruism, volunteerism, and pluralism. In view of 
anticipated cuts in Medicaid and Medicare, not-for-profit hospitals and health care organizations 
will be challenged to do more than ever before to maintain access to quality care for all 
Americans. 


Although VHA supports the Committee's efforts to reform the tax system, it has 
several concerns regarding the possible impact of any new tax system on not-for-profit 
organizations. These include concerns regarding (i) the scope and applicability of a 
consumption-based flat tax, and (ii) the difficulty of fashioning revenue-neutral exemptions, (iii) 
the potential elimination of essential tax incentives, such as the exclusion for tax-exempt 
financing or the deduction for charitable contributions, and (iv) adverse state consequences 
triggered by a change in the federal tax system.. 

VHA looks forward to the opportunity to work with Chairman Archer, the 
Members of the Committee, and their respective staffs to address these concerns in a creative and 
appropriate maimer. 
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Chairman Archer. Thank you, Mr. Wilford. 

Mr. McLin, if you will identify yourself for the record, you may 
proceed. 

STATEMENT OF WILLIAM M. McLIN, INTERIM PRESIDENT, 

NATIONAL HEALTH COUNCIL; ON BEHALF OF INDEPENDENT 

SECTOR 

Mr. McLin. My name is Bill McLin and I am speaking on behalf 
of the Independent Sector. I am the president of the National 
Health Council, an umbrella organization of more than 100 na- 
tional health-related groups. The Council’s core membership is 
composed of America’s leading voluntary health agencies, including 
the American Cancer Society, the Arthritis Foundation, and the 
National Easter Seals Society. 

These voluntary health agencies provide unique and indispen- 
sable services to individuals and the families of those with debili- 
tating and life-threatening illnesses, chronic health conditions, and 
physical and developmental disabilities. These services are made 
possible by the generous support of the donating public. 

I am appearing today for the Independent Sector, a national 
leadership forum working to encourage philanthropy, volunteering, 
not-for-profit initiative, and citizen action. Let me be clear at the 
outset that the Independent Sector does not support or oppose tax 
reform. My testimony is limited to some of the consequences that 
various tax reform proposals may have on the ability of charitable, 
educational, and religious institutions to continue to provide the 
services that constitute their reasons for being. 

Tax reform poses two direct challenges to the Independent Sec- 
tor. First, whether charitable organizations will continue to be ex- 
empt from a replacement tax system to the same extent as at 
present or whether a new system will shift some of the burden of 
revenue production to nonprofits. Second, whether a replacement 
tax system will offer incentives for charitable giving and whether 
those incentives will be as broadly based and effective as in times 
past. 

The impact of tax reform on charitable organizations cannot be 
taken out of context of other developments that affect them. The 
structural tax reform debate comes at a time when charities are 
facing great challenges. As the Federal Government begins the 
process of cutting domestic discretionary spending, many are call- 
ing on charities to take up the slack, and I say we will do what 
we can, although it is unlikely the charities can increase private 
contributions enough to make up for Federal tax cuts. 

Tax exemption for charitable educational religious institutions is 
deeply rooted in American history and has been a feature of every 
Federal income tax law enacted since 1863. Charitable tax exemp- 
tion embodies the American tradition of independence, pluralism, 
and of pragmatic problem solving. It provides a way of government 
to support private efforts that improve the collective well-being. 

It recognizes the public interest in a system that allows volun- 
teers to create a diversified, fluid group of private organizations 
that can initiate new projects to respond to new needs, offer alter- 
natives to government as the sole provider of service, and act in 
areas where government is forbidden or it ought not to act. Finally, 
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tax exemption recognizes that charities build community by mobi- 
lizing private resources for the public good, not private gain. 

The second key issue for nonprofits is maintaining tax incentives 
for charitable giving. In 1992, approximately 32 million taxpayers 
who itemized deductions on their personal income tax returns re- 
ported about $63 billion in charitable contributions. According to 
the accounting firm of Price Waterhouse, this amount would have 
been $20 billion lower if contributions had not been deductible. De- 
ductibility of contributions recognizes a general principle that in- 
come and assets that are given away to charity are not used for 
personal benefit. 

Deductibility is an important aspect of pluralism. The charitable 
deduction has endured through five wars, a depression, innumer- 
able recessions, budget surpluses and deficits, and top marginal 
rates ranging from 15 to 90 percent. It is economically important 
for charities, but it is also highly symbolic of the importance of the 
unique role charities play in American society. 

People contribute to charitable causes because they are moti- 
vated to help others, not to gain a tax deduction. However, deduct- 
ibility does influence how much they give. People who itemize their 
deductions make larger gifts than people who do not itemize, a fact 
that holds true across all income levels. In 1980, when the top mar- 
ginal rate was 70 percent, and in 1993, when it fell to 39 percent, 
there were substantial drops in the average amount given by all in- 
come groups of $100,000 or more. 

Sales tax, value-added taxes pose two problems for charities. Nei- 
ther is conducive to maintaining tax incentives for charitable giving 
and both are likely to result in direct taxation of exempt organiza- 
tions. The key exemption issue for charities in either a national 
sales tax or a value-added tax is whether they would be compelled 
to pay tax on the goods and services they buy, collect tax on the 
goods and services they provide, or be exempt on both counts. Lack 
of full exemption will transfer some portion of the Nation’s tax bur- 
dens to charities. 

National sales or value-added taxes also lack an incentive for 
charitable giving. People who receive additional income because of 
the abolition of the income tax have no tax incentive to give that 
money to charity. Since no tax is due until consumption occurs, 
they can simply keep and invest the extra income. We hope that 
many of these people will be motivated to give a portion of their 
additional income to charity, but it is unlikely that additional con- 
tributions will make up for losses caused by the loss of the chari- 
table deduction. 

In closing, Brian O’Connell, past president and founder of the 
Independent Sector, told the Senate Finance Committee in 1982, 

A flat tax or a value-added tax or any other kind of tax will not destroy the will- 
ingness of Americans to give of themselves for the larger good. But, any tax restruc- 
turing that eliminates Ae charitable deduction will suddenly remove one of the 
ways this country has found to enhance giving. The resulting decrease in giving will 
move us away from the very kind of society we have determined that we want. 

'These words are as true today as they were 14 years ago. 

Thank you, Mr. Chairman. 

['The prepared statement and attachments follow:] 
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Statement 
William M. McLin 

INDEPENDENT SECTOR Testimony 

House Ways and Means Committee 
Hearing on Impact on State and Local Governments 
and Tax-Exempt Entities 
of Replacing the Federal Income Tax 


I am William M. McLin, Interim President of the National Health Council, an umbrella 
organization of more than 100 national health-related groups including America's 
leading voluntary health agencies such as the American Cancer Society, the Arthritis 
Foundation and the National Easter Seal Society. Previously, I was the Executive Vice 
President of the Epilepsy Foundation of America. Today I am representing INDE- 
PENDENT SECTOR, of which the National Health Council is a Member organization. 


INDEPENDENT SECTOR is a national leadership forum, working to encourage the 
philanthropy, volunteering, not-for-profit initiative, and citizen action that help us 
better serve people and communities. Founded in 1980, INDEPENDENT SECTOR is 
a national coalition of 78S voluntary organizations, foundations, and corporate giving 
programs. 

INDEPENDENT SECTOR does not support or oppose tax reform. We are not here 
today to praise or critique any particular tax reform proposal. We are here to point out 
some of the consequences that various tax reform proposals may have on the ability of 
charitable, educational, and religious institutions to continue to provide the services 
that constitute their reasons for being. Tax reform proposals do not have charities as 
their target, but, as one analyst remarked, like bystanders at a gunfight, nonprofits have 
a good chance of being hit. 

Tax reform poses two direct challenges for the independent sector. The first is 
whether a replacement tax system will exempt nonprofits from paying tax to the same 
extent as at present, or whether the new system will shift some of the burden of 
revenue production to nonprofits. The exemption problem is most acute in the case of 
the proposals to replace the income tax with taxes on business transactions. Either a 
national sales tax or a value added tax could badly damage charities if they do not 
explicitly exempt the goods and services that charities provide. The second is whether 
a replacement tax system will continue to offer tax incentives for charitable giving and 
whether those incentives will be as broadly based and effective as in times past. This 
problem arises to a significant degree in all tax reform proposals that are not based on 
an income tax or that do not incorporate a deduction for charitable giving. 

The impact of tax reform on charitable organizations cannot be taken out of the 
context of other developments that affect them. The structural tax reform debate 
comes at a time when funding challenges and service demands on charities are greater 
than ever before. The federal government has begun the process of cutting domestic 
discretionary spending in many areas that are of concern to nonprofits and these cuts 
will grow over the next several years. Many are calling on charities to take up the 
slack and we will do what we can. Still, it is not likely that charities can increase 
private contributions enough to make up for federal cuts, even under the present tax 
system. Changes to the code that weaken or eliminate tax incentives for charitable 
giving will only worsen the situation. 
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Tax Exemption 

Tax exemption for charitable, educational, cultural and religious institutions is deeply 
rooted in American history. American colonists carried with them to their new land 
both the British tradition of active private philanthropy and a strong spirit of self-help. 
From the earliest colonial days, Americans relied on voluntary, nongovernmental 
organizations and associations to provide for public needs. Government came later, 
absorbing and amplifying the services that originated with voluntary associations. The 
colonists brought with them as well the British practice of removing governmental 
obstacles in the way of charities. By the time of the Revolution, tax exemption was 
firmly enshrined in Colonial law. Today, every state exempts the property of charita- 
ble institutions from taxation and most provide exemptions from income, inheritance, 
and sales taxes as well. 

The federal government followed state precedent. Since 1863, when the income of 
charitable organizations was exempted from the corporate tax enacted to finance the 
Civil War, the various income tax laws enacted by Congress have included an exemp- 
tion for charitable, educational, and religious organizations. Not long after the 
initiation of the federal income tax, the Supreme Court wrote, “the exemption is made 
in recognition of the benefit which the public derives from corporate activities of the 
class named, and is intended to aid them when not conducted for private gain.” 

While not a uniquely American invention, charitable tax exemption incorporates and 
reflects an approach to meeting public needs that embodies the American tradition of 
independence, of pluralism, and of pragmatic problem-solving. Tax exemption 
provides a way for government to support private efforts that improve the collective 
well-being. Tax exemption acknowledges that the public benefits when individuals 
band together to act on their own beliefs and opinions, rather than waiting for the 
government to take care of social needs. Tax exemption recognizes the public interest 
in maintaining a system that allows the creation of a diversified, fluid group of private 
organizations that can initiate new projects to respond to new needs, offer alternatives 
to government as the sole provider of services, and act in areas where government is 
forbidden to or ought not act. Finally, tax exemption recognizes that charities build 
community by mobilizing private resources for the public good, not for private gain. 

By taking a portion of their resources, taxing charities substitutes the government’s 
choices about the public good for those made by the countless volunteers who contrib- 
ute to and govern the operations of charitable, educational, and religious institutions. 

Around the world governments are struggling to establish the kind of private voluntary 
sector that is so widespread in America. Leaders in other countries increasingly 
recognize the importance of a strong voluntary sector in building communities and 
nations. This recognition comes not just from a desire to create a group of private 
organizations that can provide governmental services more cheaply and efficiently, but 
because these leaders recognize that nonprofit voluntary organizations are important 
alternatives to government. Czech President Vaclav Havel describes the role of 
voluntary organizations in the emergence of democracy as one of rehabilitating values, 
such as trust, openness, responsibility, and love, which are the foundation of communi- 
ty. Charitable organizations reduce the burden of government in part by fostering 
values that make governing possible. 

Deductibility of Contributions 

The second key issue for nonprofits in the tax reform debate is the question of charita- 
ble deductions: the ability of individuals, businesses, and estates to deduct from their 
income contributions to charitable, religious, and educational organizations. Maintain- 



286 


charities do without themselves making contributions. Deductibility is an important 
aspect of pluralism. In place of a system in which the government makes all social 
policy decisions, the tax deduction for charitable contributions encourages individuals 
to make their own choices about the programs and institutions that best meet commu- 
nity and national needs. The charitable deduction has endured through five wars, a 
depression, innumerable recessions, budget surpluses and deficits, and top marginal 
rates ranging from IS to 90 percent. It is economically important to charities, but it is 
also highly symbolic of the importance of the unique role charities play in American 
society. 

The value of the charitable contributions deduction has been steadily eroding over the 
years. Nonitemizers lost their ability to deduct charitable contributions in 1986. In 
1990, upper-income taxpayers watched the value of their deductions, including the 
charitable deduction, decline as a result of the 3 % floor. INDEPENDENT SECTOR 
opposed both these measures and continues to support restoration of the full deduct- 
ibility of charitable contributions. 

People contribute to charitable causes because they are motivated to help others, not to 
gain a tax deduction. However, deductibility does influence the amount they give. 
People who itemize their deductions make larger gifts than people who do not itemize, 
a fact that holds true across all income levels. 

Some argue that a flat tax will cause giving to go up, despite the loss of the deduction, 
because taxpayers will have more disposable income and because the vast majority of 
taxpayers do not itemize deductions and so are not affected by the change in deduct- 
ibility. Having more money in one’s pocket clearly means that one can afford to be 
more generous and there will be some increase in giving, particularly by nonitemizers. 
However, that increase is not likely to be enough to offset the disincentives created by 
the loss of deductibility. Any increase in income that results from a flat tax will be 
apportioned among a large number of consumption alternatives to charitable contribu- 
tions, as well as used to increasing savings, which is one of the goals of tax reform. 
Although nonitemizers are not affected by the loss of the deduction, tax reform 
includes no special incentive to them to increase their giving, while providing a 
substantial disincentive to those who do itemize. According to Dr. Charles Clotfelter, 
Professor of Public Policy Studies, Duke University, “The negative effect of the 
elimination of the charitable deduction completely swamps the positive effect of an 
increase in after-tax income anticipated by proponents of a flat tax with no charitable 
deduction, because the cost of giving to the taxpayer would rise to one full dollar for 
each dollar given. Thus, an increase in after-tax income as a result of eliminating the 
charitable deduction, will be outweighed by the incretued cost of giving.” 

PriceAVaterhouse agrees. Their analysis shows that the average itemizer has an 
average tax rate of 23%, meaning that after-tax income is 73% of before-tax income. 
Under a flat tax of 1 7%, after-tax income would rise to 83% of before-tax income, 
making the average itemizer’s after-tax income about 1 1% higher than under current 
law. However, elimination of the charitable deduction would increase the price of 
giving by 33% (the after-tax cost of a $1.00 gift would rise to $1.00 from $0.73 under 
current law). Hence the average itemizer would have about 1 1% more income with 
which to make gifts, but each gift would cost her 33% more than at present. In 
addition, economic research strongly indicates that individuals will r^uce their 
contributions more fpr a given increase in price than they will increase them as a result 
of having more after-tax income. 

IRS data clearly show that giving by upper-income taxpayers is very responsive to 
changes in tax policy that affect top marginal rates. In 1980, when top marginal rates 
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were 70%, taxpayers with incomes of $1 million or more gave, on average, S207,089. 
In 1993, when top marginal tax rates fell to 39.6%, giving by that same income group 
dropped to $108,883, or 47%. Over that same period, there were similar drops in both 
marginal tax rates and giving by all income groups of $100,000 or more. 

Reductions in giving by upper-income taxpayers will disproportionately affect some 
types of charities, including universities and arts organizations. However, religious 
institutions and many human service charities also will be affected. These organiza- 
tions rely on large givers to fund the cost of constructing and rehabilitating buildings 
and of acquiring capittd equipment. Reduced tax incentives for large gifts will 
adversely affect capital giving campaigns for many types of charitable organizations. 

Eliminating the charitable deduction will dramatically increase the after-tax cost of 
giving. Other changes that accompany some tax reform proposals will have an effect 
on charitable giving as well. While INDEPENDENT SECTOR neither supports nor 
opposes elimination of capital gains or estate taxation, both have consequences for the 
sector. Eliminating the capital-gains tax will produce a dramatic increase in the after- 
tax cost of contributions of appreciated property. Eliminating the estate tax will 
substantially alter the current incentives for bequests to charities. To provide charita- 
ble tax incentives under a flat tax that are comparable with those we have today will 
require something more than simple continuation of the charitable deduction, just as 
replacing the income tax with a national sales tax, a VAT or some other form of 
consumption tax will require an imaginative approach to providing continued tax 
incentives for charitable activity. 

Corporate Giving 

Corporate giving also will suffer under most tax reform proposals. While a number of 
flat tax proposals maintain the deduction for charitable giving for individuals, none 
continues it for businesses. Clotfelter and Schmalbeck estimate that corporate giving 
may decline as much as 1 S% to 4S% below current levels. An unintended effect could 
be to switch more giving into the category of corporate sponsorship, for which an 
expense deduction presumably still would be available, changing the mix of charities 
that benefit from corporate largesse. 

Repeal of Estate Tax 

Repealing estate taxes is a feature of some tax reform proposals. As I said before, 
INDEPENDENT SECTOR does not take a position for or against repeal of the estate 
tax. However, repeal is likely to have consequences for charitable organizations. 
Clotfelter and Schmalbeck estimate that the value of charitable bequests could fall 
between $1.8 billion and $3.2 billion, a reduction of between 24% and 44% from the 
1993 total of $7.3 billion. While the authors caution that these estimates are fraught 
with uncertainty, even Arthur Hail, a principal proponent of the flat tax, agrees that 
repealing estate taxes will significantly affect gifts of estate assets to charity. 

A related issue — and one that is impossible to estimate— is the effect that repeal of the 
estate tax might have on the incentives donors have to make charitable gifts during 
their lifetime. Common sense tells us that some of these gifts are motivated in part by 
the desire to reduce the size of the estate that will be subject to tax at a time when 
donors are still able to appreciate the results of their gifts. 

Repeal of the Capital Gains Tax 
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As in the case of repeal of the estate tax, INDEPENDENT SECTOR does not take a 
position for or against repeal of the capital gains tax. Again, however, repeal is likely 
to have a significant adverse effect on charitable institutions that should be taken into 
account in structuring new incentives for charitable giving. 

Current law offers substantial incentives to donors to make gifts of appreciated 
property by allowing donors to deduct the property’s fair market value, including the 
amount by which its value has appreciated while in the possession of the donor. 
Eliminating the charitable deduction will eliminate this incentive to make gifts of 
property. This effect will be heightened if Congress also repeals the tax on capital 
gains. Right now, donors who sell appreciated property must include the value of the 
appreciation in income and pay tax on it. Repealing the tax on capital gains would 
mean that taxpayers could elect to sell the asset and keep the profit free of tax, making 
the cost of giving the property away much higher. 

Business Transaction Taxes 

Sales taxes and value added taxes pose two problems for charities. Neither is condu- 
cive to maintaining tax incentives for charitable giving and both are likely to result in 
direct taxation of exempt organizations. In fact, a comprehensive transactions tax with 
no exemption for charities is something of a worst-case scenario because of the 
substantial shift of the tax burden to the nonprofit sector that is likely to result. 

National Sales Tax 

The key exemption issue for charities in a national sales tax is whether they would pay 
tax on goods and services that they purchase, collect tax on goods and services they 
sell, or be exempt on both counts. The general, but by no means universal, pattern in 
the states is to exempt charities from paying sales tax on purchases, but require them 
to collect tax on sales of tangible property and some taxable services. 

At the moment, the federal government seems far less likely than the states to exempt 
charities from paying tax on purchases. Ease of administration and revenue needs both 
argue strongly for not exempting charitable organizations. However, the lack of 
exemption means that this version of tax reform will transfer some portion of the 
nation’s tax burden to charities. 

The issue of how to handle charitable sales is even more difficult. Many charities 
realize a portion of their income from fees and charges. A fifteen or twenty-five 
percent tax on university tuition, museum admissions, or nursing home bills will 
generate a significant tax liability on previously exempt nonprofits. The regressive 
nature of a sales tax will create particular problems for charities because most subsi- 
dize a portion of the cost of their services for those who cannot afford them. As the 
cost of the service goes up, so will the number of people who need subsidies. Repeal 
of the income tax could mitigate that effect to some extent since people will hove 
higher incomes, but that effect is limited at the lower end of the economic scale where 
the amount of federal tax paid is low of nonexistent. 

Sales taxes also have the problem of lacking an incentive for charitable giving. People 
who receive additional income because of the abolition of the income tax have no tax 
incentive to give that money to chanty. Since no tax is due until consumption occurs, 
they can simply keep and invest the extra income. We hope that many of these people 
will be motivated to give a portion of their additional income to charity, but it is 
unlikely that additional contributions will make up for losses caused by loss of the 
charitable deduction. 
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Value Added Tax/Business Activities Tax 


Exemptions are even more diHicult in the VAT model. Because tax typically is 
imposed at each stage of the transaction, it is difficult to relieve charities of the tax 
burden without adding a substantial layer of complexity to the system. If charities are 
exempted from tax only on their sales, they will carry the burden of taxes collected on 
their purchases. If charities are to be fully exempted, there will be a need for a system 
to track the total tax and a mechanism for refunding it. As with a national sales tax, 
there are no incentives for charitable giving. 

Tax-Exempt Bonds 

Under current law a charity that issues $150 million of exempt bonds receives an 
annual subsidy of approximately $2 million. Most tax-reform proposals will eliminate 
the value of this subsidy. 


Conclusion 

Brian O’Connell, past President of INDEPENDENT SECTOR, told the Senate Finance 
Committee in 1982: 

A flat tax or a value added tax or any other kind of tax will not destroy 
the willingness of Americans to give of themselves for the larger good. 

But, any tax restructuring that eliminates the charitable deduction will 
suddenly remove one of the ways this country has found to enhance 
giving. The resulting decrease in giving will move us away from the 
very kind of society we’ve determined that we want. 

These words are as true today as they were fourteen years ago. 
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INDEPENDENT SECTOR VOTING MEMBERS 


AAFRC Trust for Philanthropy 
Access Video Fund 

ACCESS: Networking in the Public Interest 
Accountants for the I^blic Interest 
The Advertising Council 
Advocacy Institute 
Aetna Foundation 

Affiliated Leadership League of and for the Blind of America 

The Africa Fund 

Aga Khan Foundation U.S.A. 

Agricultural Educational Foundation (AEF) 

Am Association for Lutherans 
Aid to Artisans 
Alcoa Foundation 

Alliance for International Educational and Cultural Exchange 

ALS AC/St. Jude Children's Research Hospital 

Alzheimer's Association 

America's Charities 

America's Development Foundaticm 

American Arts Aluance 

American Association for Higher Education 

American Association for the Advancement of Science 

American Association of Communi^ Colleges 

American Association of Fund-Raismg Counsel 

American Assodadoo of Museums 

American Assodadon of Retired Persons 

American Assodadon of University Women 

American Autoimmune Related Diseases Assodadon 

American Cancer Sodety 

American Chemical Society 

American Council for the Arts 

American Council of Learned Societies 

American Council on Educadon 

American Craft Council 

American Diabetes Assodadon 

American Ditchley Foundadon 

American Express Company 

American Farmland Trust 

American Fisheries Society 

American Foundadon for the Blind 

American Heart Assodadon 

American Humane Assodadon 

American Humanics 

American Indian College Fund 

American Indian Graduate Center 

American Institute for Cancer Research 

American Instimte of Philanthropy 

American Leadership Forum 

American Library Association 

American Medical Assodadon 

American Museum of Natural History 

American Red Cross National Headquarters 

American Social Health Association 

American Solar Energy Sodety 

American Stock Exchange 

American Symphony Orchestra League 
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American Tinnitus Association 
Americans for Indian Opportunity 
Amigos de las Americas 
Amoco Foundation 
Apple Computer 

Applied Research and Development Institute 
The Arc of the United States 
Area Foundation 
ARCO Foundation 

ARNOVA - Association for Research on Nonprofit Organizations & Voluntary Action 
ARROW 

Arthritis Foundation 

Arts & Business Council 

Asian Pacific American Legal Consortium 

The Aspen Institute 

The ASPIRA Association 

The Association of Theological Schools 

Associated Grantmalcers of Massachusetts 

Association for Healthcare Philanthropy 

Association for Volunteer Administration 

Association of Advanced Rabbinical & Talmudic Schools (AARTS) 

Association of America's Public Television Stations 
Association of American Universities 
Association of American University Presses 
Association of Art Museum Directors 
Association of Black Foundation Executives 
Association of Catholic Colleges and Universities 
Association of Episcopal Colleges 

Association of Governing Boards of Universities and Colleges 

Association of Jesuit Colleges and Universities 

Association of Jewish Family and Children's Agencies 

Association of Junior Leagues International 

Association of Lutheran Development Executives 

Association of Performing Arts Presenters 

Association of Science-Technology Centen 

AT&T Foundation 

Atlantic Foundation of New York 

M^ Reynolds Babcock Foundation 

Bainbridge Educational Foundation 

Ball Brotiiers Foundation 

Association of Baltimore Area Grantmakers 

Battle Creek Community Foundation 

The Bauman Foundation 

BellSouth Corporation 

Benton Foundation 

Beverly Foundation 

Big Brothers/Big Sisters of America 

Bing Fund Corp. 

Blandin Found^on 

Blanton-Peale/Institutes of Religion and Health 
H&R Block Foundation 

Blue Cross of California, Public Benefit Programs 

Borden Foundation 

Boston Foundation 

Boy Scouts of America 

Boys & Girls Clubs of America 
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Biain Trauma Foundation 

Otto Bremer Foundation 

Greater Bridgeport Area Foundation 

Bristol-Myers Squibb Foundation 

Brunswick Foundation 

The Burnett Foundation 

Edyth Bush Charitable Foundation 

The Bush Foundation 

California Association of Nonprofits 

California Community Foundation 

California Wellness Foundation 

Camp Fire Boys and Girls 

Cancer Care 

CARE 

Carnegie Corporation of New York 
The ^nie E. Casey Foundation 
Catalyst 

Caterpillar Foundation 
Catholic Charities USA 
CBS Foundation 

Center for Corporate Public Involvement 

Center for Creative Leadership 

Center for Creative Man^ement 

Center for Media Education 

Center for Non-Profit Corporations 

Center for Nonprofit Man^ement University of St. Thomas 

Center for Policy Alternatives 

Center for Public Service, Seton Hall University 

Center for Research in Ambulatory Health Care Administration 

Center for the Study of Philanthropy-City University of NY 

Center for the Study of the Presidency 

Center for Women Policy Studies 

Centre on Philanthropy 

Challenger Center for Space Science Education 

Champion International Corporation 

Chase Manhattan Foundation 

The Chevron Companin 

The Chicago Community Trust 

Chicago Tribune Foundation 

Child Cate Action Campaign 

Child Health Foundation 

Child Welfare League of America 

Children's Aid International 

Children's Fund of Connecticut 

Chorus America (APVE) 

Christian Church Found^on 
Christmas in April USA 
Chrysler Corporation Fund 
Church Women United 
Citibank 

Citizens' Scholarship Foundation of America 
City Cares of America 
Ci^ Itmovation 
City Year 

Edna McCoimell Clark Foundation 
The Oeveland Foundation 
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Van Clibum Foundation 
The Clorox Comply Foundation 
Close Up Foundation 
The Coca-Cola Company 
Colleg e Board 

Coloiual Williamsbuig Foundation 

Colorado Association of Nonprofit Organizations 

The Colorado Trust 

Columbia Foundation 

Columbus Foundation 

Combined Health Appeal of America 

Comerica Incorporated 

Commonwealth Community Foundations 

Commonwealth Fund 

Communications Consortium 

Community Anti-Drug Coalitions of America 

Compeer, Inc. 

Compton Foundation 

Conference of National Park Cooperating Associations 

Conference of Southwest Foundations 

Congress of National Black Churches 

The Conservation Fund 

Consortium of Endowed Episcopal Parishes 

Cooperative Development Foundation 

Coordinating Counc^ for Foundations 

Corning Incorporated Foundation 

Coro/^tem Center 

Corporation for Enterprise Development 

Council for Advancement and Suf^ioit of Education 

Council for American Private Education 

Council of Better Business Bureaus/Philanthropic Advisory Service 

Council of Energy Resource Tribes 

Council of Indepradent Colleges 

Council of Jewish Federations 

Council of Michigan Foundations 

Council on Foundations 

Council on International and Public Affairs 

CPC International 

Nathan Cummings Foundation 

Cystic Fibrosis Foundation 

Dade Community Foundation 

Charles A. Dana Foundation 

Dance/USA 

Danforth Foundation 

Dayton Hudson Foundation 

Deafness Research Foundation 

Delaware Association of Nonprofit Agencies 

Direct Relief International 

Geraldine R. Dodge Foundation 

Dole Foundation tor Employment of People with Disabilities 
Gaylord and Dorothy Donnelley Foundation 
R.R. Donnelley & Sons Co. 

Donors Forum of Chicago 
Donors Forum of Ohio 
Donors Forum of Wisconsin 
The Dow Chemical Company 
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Joseph Drown Foundation 

Peter F. Dnicker Foundation for Nonprofit Management 
The Drug Policy Foundation 
The Duke Endowment 
DuPont 

The Durfee Foundation 
Earth Share 

Eastman Kodak Company 
Ecolab Foundation 

Ecumenical Center for Stewardship Studies 

Educational Testing Service 

El Pomar Foundation 

Elderhostel 

Elderworks 

Ent^rise Foundation 

Environmental Defense Fund 

Environmental Media Services 

Environmental Support Center 

Epilepsy Foundation of America 

The Suitable Foundation 

Eureka Communities 

Evangelical Council for Financial Accountability (ECFA) 
Evangelical Lutheran Church in America 
Exxon Corporation 

Fairfield County Community Foundation 

Maurice Falk Medical Fund 

Families International 

Fannie Mae Foundation 

Fel-Pro/Mecklenburger 

First Interstate Bank of California Foundation 

First Nations Development Institute 

First Nonprofit Companies 

Father Flanagan's Boys' Home 

Community Foundation of Greater Flint 

Florida Association of Nonprofit Organizations 

Food Research & Action Center 

The Ford Foundation 

Ford Motor Company Fund 

Henry Ford Museum and Greenfield Village 

Foreign Poli^ Association 

The Foundation Center 

Foundation for Advancements in Science and Education 

Foundation for Indqxndent Higher Education 

Foundation for the Carolinas 

Foundation for the National C^tal R^on 

The Freedom Forum 

The Fresh Air Fund 

Frey Foundation 

Friends of the National Library of Medicine 

Lloyd A. Fry Foundation 

H.B. Fuller Company 

The Fund for New Jersey 

GE Fund 

General Board of Global Ministries The United Methodist Church 
General Conference of Seventh-day Adventists 
General Mills Foundation 
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General Service Foundation 

The Wallace Alexander Geibode Foundation 

J. Paul Getty Trust 

Gifts in Kind America 

Giiafte Project 

Girl Scouts of the U.S.A. 

Girls Incorporated 

Global Fund for Women 

Mortis Goldseker Foundation of Maryland 

Go^will Industries International 

Goodyear Tire & Rubber Comply 

Edwin Gould Foundation for Children 

Graco Foundation 

Grantmakers In Health 

Grantmakers of Western Pennsylvania 

Lucile Sl Robert H. Gties Charity Fund 

George Bird Grirmell American Indian Children's Fund 

Grotto Foundation 

GTE Foundation 

George Gund Foundation 

Alan Guttmacher Insdtute 

Miriam and Peter Haas Fund 

Walter and Elise Haas Fund 

Evelyn and Walter Haas, Jr. Fund 

Walter A. Haas School of Business Public & Nonprofit Management Program 

Habitat for Humanity International 

Hallmark Corporate Foimdadon 

Luke B. Hancock Foundation 

Mary W. Hartiman Foundation 

Harris Trust & Savings Bank 

Hartford Foundation for Public Giving 

Charles Hayden Foundation 

Edward W. Hazen Foundation 

William Randolph Hearst Foundations 

The William and Flora Hewlett Foundation 

High/Scope Educational Research Foundation 

Hispanic Association of Colleges and Universities 

Hispanic Association on Corporate Re^nsibility 

Hispanic Policy Development Project 

Hispanics in Philanthropy 

Hitachi Foundation 

Hoblitzelle Foundation 

Hoffmann-La Roche Foundation 

Hogg Foundation for Mental Health 

Hole In The Wall Gang Fund 

Honeywell Foundation 

The Hc^ital for Special Surg^ 

Hostelling International-American Youth Hostels 
Hudson-Webber Foundation 
Human Life International 
Humboldt Area Foundation 

Hubert H. Humphrey Institute/Public Policy, Philan. & the Nonprofit Sector 
Huntington's Disease Society of America 
IBM Corporation 

Illinois Association of Nonprofit Organizations 
IMPACT n 
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Independent Charities of America 

The Indiana University Center on Philanthropy 

Innovation Network 

Institute for Educational Leadership 

Institute for Womoi's Policy Rese^h 

Intel Foundation 

InterAction-American Council for Voluntary International Action 
Interlochen Center for the Arts 

International Allian ce of Executive and Professional Women 

International Center for Journalists 

International Center for the Disabled 

International Development Conference 

International Executive Service Corps 

International Primate Protection Le^ue 

International Service Agencies 

International Society for Third Sector Research 

The James Irvine Foundation 

Ittleson Foundation 

Jacksonville Community Foundation 

JCC Association of North America 

Jerome Foundation 

The Jewett Foundation 

JM Foundation 

Johnson & Johnson 

The Johnson Foundation 

Walter S. Johnson Foundation 

Christian A. Johnson Endeavor Foundation 

Robert Wood Johnson Foundation 

Joint Action in Community Service (JACS) 

Joint Center for Political and Economic Studies 

Josephson Institute of Ethics 

The Joyce Foundation 

JSJ Foundation 

Alexander Julian Foundation 

Junior Achievement 

Henry J. Kaiser Family Foundation 

Ewing Marion Kauffman Foundation 

W.K. Kellogg Foundation 

James S. Kemper Foundation 

Harris and Eliza Kempner Fund 

Kerr Foundation 

Charles F. Kettering Foundation 

The Esther and Joseph Klingenstein Fund 

John S. and James L. Knight Foundation 

Kosciuszko Foundation 

KPMG Peat Marwick Foundation 

The Kresge Foundation 

Samuel H. Kress Foundation 

Albert Kunstadter Family Foundation 

Land Stewardship Project 

Land Trust Alliance 

L a u ba ch Litera^ Action 

Laurel Foundation 

Lawyers' Committee for Civil Rights Under Law 
League of Women Voters of the United States 
Sara Lee Foundation 
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Leukemia Society of America 
The Lighthouse Inc. 

Lilly ^dowment 

Eli Lilly and Company 

Lincoln Filcne Center, Tufts University 

Literacy Volunteers of America 

Local Initiatives Support Corporation 

Lupus Foundation of America 

Lutheran Brothertiood Foundation 

John D. and Catherine T. MacArthur Foundation 

MANA, A National Latina Organization 

Mandel Center for Nonprofit Organizations Case Western Reserve University 

March for Life Education St Defense Fund 

March of Dimes Birth Defects Foundation 

Marin Community Foundation 

John and Mary R. Markle Foundation 

Marsh & McLennan Companies 

Maryland Association of Nonprofit Organizations 

MATHCOUNTS 

Matsushita Electric Corporation of America 

Mayo Foundation 

McConnell Foundation 

Robert R. McCormick Tribune Foundation 

McGregor Fund 

McKesson Foundation 

McKnight Foundation 

The Meadows Foundation 

MoJical Education for South African Blacks 

Medtronic Foundation 

Richard King Mellon Foundation 

Memorial Sloan-Kettering Cancer Center 

Communi^ Foundation of Greater Memphis 

Ibe Menninger Foundation 

The John Merck Fund 

Mercy Medical Airlift 

Merrill Lynch St Co. Foundation 

Metropolitan Association for Philanthropy 

Metrt^litan Atlanta Community Foundation 

Metropolitan Life Foundation 

The Metropolitan Museum of Art 

Mexican American Legal Defense and Educational Fund 

Eugene and Agnes £. Meyer Foundation 

Michigan Nonprofit Assoration 

Midwest Center for Nonprofit Leadership L.P. Cookingham Institute 

John Milton Society for the Blind 

Milwaukee Founduon 

The Mirmeapolis Foundation 

Minnesota Council of Nonprofits 

Minnesota Mutual Foundation 

Mississippi Center for Nonprofits 

Mobil Foundation 

Monsanto Fund 

Moore Foundation 

Stewart R. Mott Charitable Trust 

Charles Stewart Mott Foundation 

Muscular Dystrophy Association 
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Museum Trustee Association 
Muskegon County Community Foundation 
Mutual of New York 

NAACP Legal Defense and Educational Fund 

National 4-H Council 

National ABLE Network 

National Acadenw of Public Administration 

National Action Council for Minorities in Engineering (NACME) 

National AIDS Fund 

National Alliance for Choice in Giving 

National Alliance for the Mentally 111 

National Alliance of Breast Cancer Organizations 

National Alliance of Business 

National Assembly of Local Arts Agencies 

National Assembly of National Volunta^ Health and Social Welfare Organizations 
Natirmal Assembly of State Arts Agencies (NASAA) 

National Assistance League 

National Association for Bilingual Education 

National Association for Community Lea d er ship 

National Association for Visually Handiayrped 

National Association of Community Action Agencies 

National Association of Homes and Services for Children 

National Association of Independent Colleges and Universities 

National Association of Indqiendent Schools 

National Association of Schools of Art and Design 

National Association of Schools of Dance 

National Association of Schools of Music 

National Association of Schools of Public Affairs and Administration 

National Association of Schools of Theatre 

National Association of Service & Conservation Corps 

National Association of Student Personnel Administrators 

National Association of United Methodist Foundations 

National Association on Drug Abuse Problems 

National Associations in Colorado Springs 

National Audubon Society 

National Board for Professional Teaching Standards 

National Catholic Develc^ment Conference 

National Catholic Educational Association 

National Center for Learning Disabilities 

National Center for Nonprofit Boards 

National Charities Information Bureau 

National Civic League 

National College Access Network 

National Committee for Responave Philanthropy 

National Committee to Prevent Child Abuse 

National Community Reinvestment Coalition 

National Condlio of America 

The National Conference 

National Consumers League 

Nadonal ^undl for Adoption 

National Council for International Visitors 

National Council for Research on Women 

National Council of Educational Oi^rtunity Associations 

National Council of La Raza 

National Council of Nonprofit Associations 

National Council of Private Agencies for the Blind and Visually Impaired 
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National Council of the Churches of Christ in the USA 

National Council on Child Abuse & Family Violence 

National Council on Economic Education 

National Down Syndrome Society 

National Easter Sodety 

National Executive Service Corps 

National FFA Foundation 

National Foundation for Cancer Research 

National Foun^on for the Centers for Disease Control and Prevention 

National Geogrt^hic Society Educalitm Foundation 

National Headache Foundation 

National Health Council 

National Health Foundation 

National Kspana Leadership Institute 

National Hispanic Scholarship Fund 

National Home library Foundation 

National Hospice Oiganuation 

National Humanities Alliance 

National Institute for Dispute Resolution 

National Institute for the Conservation of Cultural Prpperiy 

National Inter^th Hospitality Networks 

National Lekotek Center 

National Medical Fellowships 

National MUibuv Family Association 

National Multiple Sclerosis Sodety 

National Ndghbothood Coalition 

National Network for Youth Youth Services 

National Parkinson Foundation 

National Peace Corps Association 

National Press Foundation 

National PubUc Radio 

National Puerto Rican Coalition 

National Retiree Volunteer Coalition 

National Society for Experiential Education (NSEE) 

National Society of Fund Raising Executives 
National Stroke Association 
National Trust for Historic Preservation 
National Urban Fellows, Inc. 

National Urban League 

National Victim Center 

National Wildlife Federation 

National Youth Employment Coalition 

National Youth Leadershm Council 

Native American Rights Fund 

Native Americans in Philanthropy 

Natural Resources Defense Council 

The Nature Conservancy 

Ndghborhood Reinvestnient Corporation 

New Hampshire Charitable Foundation 

The Community Foundation for Greater New Haven 

The New York Boanical Garden 

The New York Community Trust 

New Yorir Life Foundation 

The New York Public Libt^ 

New York Regional Assodabon of Grantmakers 
The New York Times Company Foundation 
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Nokomis Foundation 

Nonprofit Academic Centers Council Indiana University 
Nonprofit Coordinating Committee of New York 
Nonprofit Management Association 

Nonprofit Management Program, New School for Social Research 

Nonprofit Resource Center 

The Nord Family Foundation 

The Nord Family Foundation 

Nordson Corporation Foundation 

North American Association for Environmental Education 

North Carolina Center for Nonprofit Organizations 

Northern California Grantmak^ 

Northwest Area Foundation 

NOW Legal Defense and Education Fund 

NYNEX Foun^tion 

Oakleaf Foundation 

OICs of America 

Older Women's League (OWL) 

OPERA America 

Operation SmUe International 

Oral Health America 

Outward Bound USA 

Pacific Telesis Foundation 

David and Lucile Packard Foundation 

Pact 

Paget Foundation 

Community Foundation for Palm Beach & Martin Counties 
Parents Anonymous 

Park Ridge Center for the Study of Health, Faith and Ethics 

Partners of the Americas 

Pax World Service 

Peninsula Community Foundation 

William Penn Foundation 

J.C. Peimey Company 

University of Pennsylvania Center for Community Partnerships 

Pew Charitable Trusts 

The Pfizer Foundation 

The Philanthropic Group 

Philip Morris Companies 

The Piton Foundation 

The Pittsburgh Foundation 

Points of light Foundation 

Population Council 

Population Resource Center 

Premier Industrial Foundation 

Presbyterian Health Foundation 

Presbyterian Women 

Presidential Classroom for Young Americans 

Princeton Project 55 

Procter & Gamble Fund 

Project Hope 

Project SEED 

Prudential Foundation 

Public Affairs Council 

Public Agenda Foundation 

Public Allies 
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Public Education Fund Network 

Public Leadership Education Network 

Public Radio Inteniational 

Radio and Television News Directors Foundation 

Rainbow Research 

Raychem Cotpoiation 

Raytheon Company 

Reger's Digest Foundation 

Reading is Fundamental 

Recordm^ for the Blind and Dyslexic 

Religion m American Life 

Rqtlication and Program Sbategies 

Riuearch! America 

Resourceful Women 

Retirement Research Foundation 

Charles H. Revson Foundation 

Rhone-Poulenc, Inc. 

Sid W. Richardson Foundation 

Mable Louise Ril^ Foundation 

Fannie E. Rippel Foundation 

Rochester Area Foundadon 

Rockefeller Brothers Fund 

Rockefeller Family Fund 

Rockefeller Financial Services 

Rockefeller Foundadon 

Rohm and Haas Company 

Rosenberg Foundadon 

SAFECO Insurance Companies 

The Saint Paul Companies 

Saint Paul Foundadon 

The Salk Insdtute for Biological Studies 

Salvador Army 

San Antonio Foundadon 

San Francisco Foundadon 

University of San Frandsco-Institute for Nonprofit Organization Management 

Save the Children Federation 

Dr. Scholl Foundadon 

School Food Service Foundadon 

The School for Field Studies 

Seats Merchandise Group 

SeatUe Foundation 

Second Harvest 

Shepherd's Centers of America 
Sherwin-Williams Company 
Sierra Club 

Siena Health Foundation 

Harry Singer Foundadon 

The Sister Fund 

The Sldllbuilden Fund 

Sldllman Foundadon 

Alfied P. Sloan Foundadon 

Smithsonian Institution 

John Ben Snow Foundation 

Social Welfare Rnearch Institute Boston Collie ’ 

Society for Values in Higher Education 
Southeastern Council of Foundations 
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Community Foundation for Southeastern Michigan 
Southern California Association for Philanthropy 
Southern Education Foundation 
The Spencer Foundation 
Spunk Fund 

W. Clement Sl Jessie V. Stone Foundation 

Levi Strauss & Company 

Stronghold Foundation 

Student Conservation Association 

Student Pugwash USA 

The Studio Museum in Harlem 

Subaru of America Foundation 

Support Centers of America 

Synergos Institute 

Taconic Foundation 

Tandy Corporation 

Community Foundation of Metropolitan Tarrant County 

TechnoServe 

Tenneco 

Texaco Foundation 

Theatre Communications Group 

3M 

Time Warner 

Travelers Aid International 
The Trilateral Commission 

The Parish of Trinity Church in the City of New York 

Trust for Public Land 

TV-Free America 

U.S. Trust Company Foundation 

Union Institute-Center for Public Policy 

United Cerebral Palsy Associations 

United Leukodystrophy Foundation 

United Negro College Fund 

United Scleroderma Foundation 

United States Catholic Conference 

United States Committee for UNICEF 

United States-China Educational Institute 

United Way International 

United Way of America 

UPS Foun^tion 

US West Foundation 

Vellore Christian Medical College Board (USA) 

Very Special Arts 

Volunteers of America 

Volvo North America Corporation 

Izaak Walton League of America 

Washington Center 

Washington Council of Agencies 

Washington Mutual Savings Bulk 

Washington Regional Association of Grantmakers 

The Wege Foundation 

Weingart Foundation 

Weyerhaeuser Family Foundation 

WhirlpMl Foundation 

Mrs. Giles Whiting Foundation 

Amherst H. Wilder Foundation 
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Woodrow Wilson National Fellowship Foundation 

The Winston-Salem Foundation 

Wisconsin Enei^ Corpoiation Foundation 

Women and Phibnthn^y 

Women's Cdll^e Coalition 

Women's Funding Network 

Women's Research &. Education Institute 

Robert W. Woodruff Foundation 

Woods Fund of Chicago 

Greater Worcester Community Foundation 

World Federation for Mental Health 

World Insdtute on Disability 

World Resources Institute 

World Servants 

World Vision 

Wyman Youth Trust 

Xerox Corporation 

YMCAoftheUSA 

Young Audiences 

Youth Service America 

YWCA of the USA 

Zellerbach Family Fund 
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Chairman Archer. Thank you, Mr. McLin. 

Mr. Lukhard, if you will identify yourself, you may proceed. 

STATEMENT OF HON. WH^LIAM L. LUKHARD, CHAIRMAN, 

GOVERNMENT RELATIONS COMMITTEE, UNITED WAY OF 

VIRGINIA; ON BEHALF OF THE UNITED WAY OF AMERICA, 

AND FORMER COMMISSIONER, DEPARTMENT OF SOCIAL 

SERVICES, COMMONWEALTH OF VIRGINIA 

Mr. Lukhard. Thank you, Mr. Chairman. I am William Lukhard. 
I chair the Government Relations Committee for the United Way 
of Virginia. 

I am here today on behalf of the United Way of America, its 
1,400 State and local United Ways across the country, some 44,000 
affiliated agencies providing a variety of human services, and par- 
ticularly the millions of people they serve. I thank you for the op- 
portunity to provide the Committee with our perspective on struc- 
tural tax reform. 

We recognize the complexity of our current tax structure and 
support efforts to induce fairness, simplicity, and equity into the 
tax system. As of this time. United Way has not embraced any one 
tax package or set of reforms over another. 

However, we strongly believe that the charitable deduction is a 
significant contribution to philanthropic behavior. As an example, 
in 1985, nonitemizing taxpayers were permitted to deduct 50 per- 
cent of their charitaWe contributions. The result was $9.5 billion. 
In 1986, they could deduct a full 100 percent, and according to the 
Internal Revenue Service, they gave $13.4 billion, an increase of 40 
percent. 

The Tax Reform Act of 1986 flattened individual tax rates, at- 
tempted to close loopholes, and removed the charitable deduction 
for nonitemizers. That also reduced the value of the charitable de- 
duction by imposing a 3-percent floor on those deductions for high- 
income taxpayers. Again, according to the IRS information, among 
the taxpayers with incomes, say, of over $1 million or more, the av- 
erage charitable deduction per tax return dropped from slightly 
over $207,000 to slightly under $109,000 from the years 1980 
through 1993. 

Where some data show, as a previous gentleman said, that 
Americans give to charity for reasons not solely related to contribu- 
tions being deductible, we believe the charitable deduction is an in- 
fluencing factor on the amount and timing of the particular gift. 

We have reservations about the proposed national sales tax and 
are examining the potential consequences that tax reform would 
have for nonprofits. We are concerned about the potentially regres- 
sive nature of the flat tax and the potential cost that would be 
borne by charities; not only on the sense of the direct taxes that 
might be paid by nonprofits for the goods and services they pur- 
chase or that they may have to charge for the services they deliver, 
but also the regressive tax nature on the lower income individuals. 

Hypothetically, for example, someone earning between, say, 
$10,000 to $15,000 a year with a 15-percent sales tax would be 
paying $1,500 to $2,250 in taxes. That is in the pure form. Obvi- 
ously, they are not paying that rate of tax now in terms of income 
tax. They will likely be saving very little, if any, and therefore their 
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needs on these service agencies will become greater. In the aggre- 
gate, then, there will be more demand on these agencies if we do 
away with the contribution deduction. Then there will be less re- 
sources for agencies to serve these particular individuals. 

With regard to the flat tax system, we are again concerned about 
its potential regressive nature. There are proponents of the flat tax 
who suggest that individual giving will increase as disposable in- 
come increases. While it is possible that if we increase our efforts, 
giving could increase, we are concerned that the decline in individ- 
ual giving will not be reversed by a flat tax. 

The tax proposal of Senators Nunn and Domenici merits atten- 
tion because it might not reduce incentives to give as much as the 
flat tax potentially would. More study is needed on each of these 
plans to determine what impact tax reform will have on charities. 

But regardless of what proposals are advanced now or in the fu- 
ture, we would encourage you to look carefully at all the available 
studies and data relating to the matter. With the continuing de- 
crease in Federal and State funding, we have heard that charities 
will be expected to do more. If this is true, changes in the Tax Code 
should provide greater incentives, not disincentives, to charitable 
giving. We urge you to review the matter carefully and particularly 
to assess whatever behavioral consequences there may be for indi- 
vidual taxpayers. 

United Ways support high quality services for millions of Ameri- 
cans, from child care to emergency services to services for the el- 
derly. United Ways and their affiliated agencies work to enhance 
our communities and the lives of our neighbors. We believe that 
any effort to reform the tax system should continue to encourage 
charitable giving and be supportive of the valuable activities of our 
charitable community. 

I thank you again for the opportunity to testify. 

[The prepared statement follows:] 
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HEARING OF THE COMMITTEE ON WAYS AND MEANS 
STATEMENT OF THE 
HONORABLE WILLIAM L. LUKHARD 

MAY 1, 1996 


Good morning, Chairman Archer, members of the committee. I am William Lukhard, a 
United Way Volunteer and Chairman of the Government Relations Committee, United Way 
of Virginia. 1 am here today to testify about various proposals to reform our tax system 
on behalf of United Way of America, 1,400 state and local United Ways, the 44,000 
afniiated agencies and particularly the millions of people they serve. Thank you for this 
opportunity to provide the committee with our perspective on structural tax reform. 

We, like many Members of Congress, are studying various tax reform proposals and 
assessing the potential impact that they would have on United Ways, United Way agencies, 
donors, and ultimately, recipients. We recognize the complexity of our current tax 
structure and support efforts to induce fairness, simplicity and equity into the tax system. 
At this time, we have not embraced one tax package or set of reforms over another. 

Over the years, policy makers have used the tax code to influence the behavior of tax 
payers. For example, we have a generous mortgage deduction to promote homeownership, 
and we have a deduction for charitable contributions to encourage charitable giving. We 
believe that the charitable deduction is a significant contributor to philanthropic behavior, 
and strongly oppose eliminating it. 

The Tax Reform Act of 1986 attempted to flatten individual tax rates to lower our taxes 
and impose greater fairness in the system in a deficit-neutral fashion. In addition, tax 
reform attempted to close loopholes, and it removed non-itemized deductions. At the same 
time, the 1986 act reduced the value of the charitable deduction by imposing a three 
percent floor on those deductions. While charitable giving has remained somewhat constant 
during the last ten years, individual giving has dropped precipitously. Accordingly, we 
would support eliminating the three percent floor in any tax reform proposal. 

We have reservations about each of the major tax reform proposals that have been 
mentioned this morning. Few analyses have focused attention thus far on the potential 
impact these tax plans would have on planned giving and estate planning. Thousands of 
non-proflts depend on large gifts of money and property. We have reservations about a 
proposed national sales tax and are examining the potential consequences a national sales 
tax could have for non-proflts. It is a fact that lower income individuals give more, per 
capita, to charity than any other income group. We are also concerned about the potential 
regressive nature of a sales tax and the potential costs that would be borne by charities. 

With regard to a flat tax system, we again are concerned about it’s potentially regressive 
nature. Proponents of a flat tax suggest that individual giving will increase as disposable 
income increases. While it is possible that if we increase our efforts giving could increase, 
we are concerned that the decline in individual giving will not be reversed by a flat tax. 
The Unlimited Savings Allowance ("USA") tax reform proposal submitted by Senators Nunn 
and Domenici merits attention because it might not reduce incentives to give as much as a 
flax tax would; but the Nunn-Dmneiiici USA plan with its generous deductions to promote 
saving might encourage taxpayers to choose saving over charitable contributirns. More 
study is needed on each of these plans to determine what impact tax reform will have on 
charities. 

Regardless of what proposals are advanced, now or in the future, we would encourage you 
to look carefully at all of the available studies relating to this matter. What we do know 
is that Americans over the years have been the most generous people on earth, supporting 
as they do thousands upon thousands of worthwhile charitable activities. With the 
continuing decrease in federal and state f unding , we have been hearing that charities will 
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be expected to do more. If this be true, changes in the tax code should provide greater 
incentives — not disincentives — to charitable giving. 

While some data show that Americans give to charity for reasons that are not solely related 
to whether their contributions are deductible, we nonetheless urge you to review this matter 
carefully and, particularly, to assess whatever behavioral consequences there may be for 
individual taxpayers. 

United Ways have the reputation of being the most efficient and effective fundraisers across 
the nation. They support high-quality services for millions of Americans. From child care 
to emergency services, to services for the elderly. United Ways and United Way agencies 
work to enhance our communities and the lives of our neighbors. We believe that any 
effort to reform the tax system should continue to encourage charitable giving and be 
supportive of the valuable activities of our charitable community. 

Thank you again for this opportunity to testify before your committee. 
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Chairman ARCHER. Thank you, Mr. Lukhard. 

Mr. Fields, welcome to the Committee. I would like to repeat 
what I said a little earlier, generally that we would appreciate it 
if you would keep your or^ testimony to within 5 minutes. Your 
entire written statement will be submitted and printed in the 
record. If you will identify yourself for the record, you may proceed. 

STATEMENT OF RANDALL H. FIELDS, MEMBER, BAPTIST 
JOINT COMMITTEE 

Mr. Fields. Thank you. Chairman Archer, and I apologize for 
being late. We thought that you had a few more votes maybe to 
take care of, but I apologize for that. 

Chairman Archer. You are just in time. No problem. 

Mr. Fields. Thank you veiy much, sir. My name is Randall 
Fields. I am an attorney in private practice in San Antonio, Texas, 
and I manage the business and health law section of Johnson, 
Cumey & Fields in San Antonio. 

In addition to my profession, though, I am also very active on a 
voluntary basis in a number of religious, educational, and chari- 
table organizations. I currently serve as the chairman of the Board 
of Regents of the Baylor University System. Baylor is the Nation’s 
largest Baptist university. We have a 12,000-student campus in 
Waco, Texas. We also oversee the Baylor Medical Center in Dallas, 
Texas. I am also the founding president of a foundation to support 
our public school district in San Antonio, the North Side Independ- 
ent School District, which serves about 60,000 students. In addition 
to that, I am a past chairman of the Deacon Council of Trinity Bap- 
tist Church in San Antonio, which is a 10,000-member downtown 
church in San Antonio that has extensive community service pro- 
grams. 

But I am here today as a member of these other groups but rep- 
resenting the Baptist Joint Committee. The Baptist Joint Commit- 
tee represents over a dozen Baptist groups and denominations 
throughout the country relating to religious liberty and separation 
of church and state. 

I would like to make the first point that we feel that any effort 
to limit or eliminate the tax-exempt status of churches and reli- 
gious organizations would raise serious religious liberty concerns. 

So I come to the Committee with a perspective that may be a lit- 
tle unique from the other panel members’ standpoint in that all of 
my services that I have mentioned above are purely voluntary. I do 
not get paid a dime to do any of those, but I do it because I want 
to, to help our community out. I think that there are many thou- 
sands and millions of people like me across the country that the 
proposed legislation would impact. 

As a businessman, I can tell you that any segment of our govern- 
ment that has a negative impact on the productivity of the private 
sector from an economic standpoint should be examined thoroughly 
and, where possible and of benefit to all the citizens, should be 
changed. From that standpoint, we certainly applaud the efforts of 
Congress and especially a number of the Members of this Commit- 
tee for undertaking an examination of the Federal tax system. We 
think it is high time that that be done, and again, as a private 
businessman, I am glad that we are doing that. 
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Our plea today, though, is that in making this examination and 
any possible adjustment, that we make an effort to maintain and 
enhance the charitable giving sector from a voluntary standpoint, 
both in the intermediate term and the long term. As has been said 
a number of times before today in previous hearings, any replace- 
ment tax system would have ripples throughout the economy, re- 
gardless of how extensive it was. Our big concern is that in adopt- 
ing a replacement tax system, that smaller charities, especially, not 
be swept under by the tidal wave that is likely to result from that. 

I think that you can divide charitable giving into two broad cat- 
egories. One is what I would label the large capital gifts, and then 
other gifts that are smaller gifts. Taking the second category first, 
my feeling is that the smaller gifts have three driving forces behind 
them. One is the general state of the economy. Another is the es- 
teem with which the individual charitable institution is held by the 
publics that serve them. And then the third, to some degree, is the 
incentive of deductibility. 

The large capital gifts, on the other hand, have the same three 
driving forces, but to a much, much greater extent the deductibility 
that is built into the present tax structure. 

Basically, what we would ask the Committee to recognize, and I 
know that you do, is that cash flow is so important to all charities 
that a disruption or a dislocation in the giving of especially large 
capital gifts over more than a 1- or 2-year period could have a dev- 
astating effect on the charitable sector as far as the smaller char- 
ities go. Here, I am including not only hospitals, educational insti- 
tutions, but even churches which depend on large capital gifts to 
maintain their building programs and their efforts to provide com- 
munity services. 

In conclusion, I would just say that any change in the basic tax 
structure should have built into it a transition period. Chairman 
Archer has already spoken to that earlier today, and I know that 
will be on the Committee’s mind. The transition period should pro- 
vide support at least for the large capital gifts that sustain many, 
many charities. Without these safeguards, we feel that a number 
of the smaller chsuities would cease to exist, and at the very least, 
go into their endowment. We think that by doing that, that would 
throw services back on the governmental sector and that is what 
we are concerned about. 

We appreciate your time and thank you for addressing this im- 
portant matter. 

['The prepared statement follows:] 
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THE IMPACT OF VARIOUS REPLACEMENT TAX SYSTEM 
PROPOSALS ON CHARITABLE CONTRIBUTIONS 
Statement Submitted at Hearings of the 
Committee on Ways and Means 
United States House of Representatives 
Randall H. Fields 
May 1, 1996 


Volunteerism Background 

My name is Randall Fields. I am an attorney in private practice in San Antonio, Texas, and 
manage the business and health law section of Johnson, Cumey & Fields. 

In addition to my profession, 1 am very active on a voluntary basis in several religious, 
educational and charitable non-profit organizations, currently serving as Chairman of the Board of 
Regents of the Baylor University System. Baylor is the nation's largest Baptist university, with a 
12,000 student campus in Waco, Texas. The Baylor Medical Center, also a part of our system, is 
a major, regional non-profit hospital system in Dallas, Texas. 

I am the founding President of San Antonio's Northside Education Foundation, a charitable 
organization formed to coordinate and promote voluntary support for San Antonio's Northside 
Independent School District, the State's seventh largest and one of the fastest growing public 
school districts in America, serving almost 60,000 students. 

I am also a past Chairman of the Deacon Council and Finance Committee at San Antonio's 
Trinity Baptist Church, a 10,000 member downtown church with an extensive community service 
program. 

I am here today on behalf of the Baptist Joint Committee, a non-profit organization serving a 
dozen Baptist denominations and other groups in the United States on matters relating to religious 
liberty and the separation of church and state. Any effort to limit or eliminate the tax-exempt status 
of churches and religious organizations raises serious religious liberty concerns. 


Economic Needs 

As a businessman, I have a great interest in the productivity and competitive position of our 
natioo. To the extent that any segment of our government negatively impacts America's long term 
financial position in the world order, that segment should be thoroughly examined and, where 
possible, adjusted for the benefit of all citizens. 

I applaud the efforts of Congress, especially those members present today, to undertake 
examination of our Federal tax system, and seek ways to lessen the financial and administrative 
burden on taxpayers, while promoting productivity and competition. 

My plea today is that, in making this examination and possible adjustment, efforts be taken 
to maintain and enhance the charitable giving sector of our economy, both in the intennediate term 
(two to five years) and long term (beyond five years). 


Impact of Change on Charitable Giving 

Any change in the Federal tax structure will always send ripples through the economy. The 
replacement tax systems that have been proposed, when and if implemented, will magnify those 
ripples to tidal wave intensity without appropriate precautions. 

One area of the economy that could be swept under in this process is what I will call the 
"Capital Gift" component of charitable giving. By this term, I refer to large, charitable donations 
that ate motivated, at least in substantial part, by deductions and other encouragement built into the 
current Federal tax structure. Included are large gifts made during life, that are encouraged by 
aimual charitable tax deductions, and large donations made in connection with estate planning for 
those estates exceeding the gift and estate tax exemption threshold. 
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Gifts Other Than Large Capital Gifts 

In working with numerous charities and other non-profit organizations, it is my impression 
that the volume of gifts other than large Capital Gifts (see below) is driven by three principal 
factors: 

(1) the general state of the economy; 

(2) the esteem with which a particular charitable organization is held in the eyes of the 
"public” that normally supports that organization; and 

(3) to some degree, the incentive of deductibility. 

If a Federal tax system restructure results in either no general economic change or a general 
economic enhancement during the intermediate term, the volume of small gifts should remain the 
same or peth^ grow somewhat. However, any restructuring that limits or eliminates the 
deductibility of contributioos could diminish the volume of s mall gifts. 


Large Capital Gifts 

Large Capital Gifts ate driven in today's economy by the same factors but to a much greater 
extent by the incentive of deductibility. 

If these incentives were to be greatly reduced or eliminated by a fundamental restmcturing of 
the current Federal Tax system, the irrunediate result would be dislocation of resources fiom the 
charitable sector to other sectors, such as savings. Eventually, a growing economy and altruism 
would, hopefully, make up the difierence. The question is, bow long would this ^slocation last? 
At the least, it would probably last several years and, perhaps, even longer. This would be a 
critical and stressful time in tte life of every charitable institution in the United States. 

The life blood of all charities, like any other economic organization, is cash flow. Disruption 
in cash flow fiom large Ctqtital Gifts for an extended period of time (that is, several years or, in 
some cases, even several months) can be life-threatening to charitable institutions. Well-endowed 
non-profit institutioos might be forced to deplete their endowment base. Many smaller institutions 
would likely not survive. 


Intermediate Term Cost 

The cost of a material decrease in large Capital (3ifts to non-profit organizations would be 
imme diate and direct. The cost to society would be more long-term and indirect. If these 
organizations are performing societal furctions necessary for our way of living, the demise of such 
organizatioos would shift the burden of these functions right back to the governmental sector. 

An admirable goal of Congress in the last few years has been to decrease the size and cost of 
government at all levels. To inadvertently reverse th^ trend, even in the intermediate lenn, would 
not seem to serve the public interest 


Conclusion 

In conclusion, the effect on charitable giving of fundamental tax reform legislation, without 
iqjjnopriate safeguards, could be substantial and negative on large Capital Gifts, and could last for 
several years. Without adequate safeguards for the charitable sector, the result could be the demise 
of many charitable institutions, arid a shift back to government of the responsibility for, and cost 
of, services now performed on a voluntary basis by the charitable and non-profit sector. 

Thank you for addressing this very inqxntant matter. 


Randall H. Fields 
Johnson, Cumey A Fields, P.C. 
613 NW Loop 410, Suite 800 
San Antonio, Texas 78216-5509 
(210)377-1990 
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Chairman Archer. Thank you, Mr. Fields. 

Over the years, those of you who have followed my record on this 
Committee will know that there has been no greater champion for 
private philanthropy and for adequate incentives to see that the 
private sector does more and that the Federal Government does 
less. I continue to hold that view and am very sensitive to that. 

But I must also say that in a total perspective, rather than just 
an isolated, limited viewpoint, if we want to give the greatest in- 
centive for charitable contributions using something similar to the 
current Tax Code, we would raise the top marginal tax rate back 
up to 91 percent so that the Federal Government was, in effect, 
paying 91 cents out of every dollar that was contributed and the 
individual only 9 cents. If our only goal in life is to increase the 
incentives for private philanthropy, that clearly would be a justifi- 
able way of doing it. 

I heard complaints from friends of mine who were in philan- 
thropic or religious institutions complain when we reduced the rate 
from 70 to 50 percent because they said that that was going to be 
a discouragement to the giving to their organizations. But clearly, 
there has to be a balance in there. 

I think you mentioned — at least one of you mentioned — that the 
overall state of the economy has a lot to do with giving, too, and 
high marginal tax rates, even if you continue with the deduction 
for charitable contributions, are a big deterrent to an active and vi- 
brant economy and moving the real take-home pay of people for- 
ward, so it does get to be a balance. 

I also would say that in the perspective of history, I was bom in 
1928, and I just looked at what the income tax was in 1928. I am 
sure you could not guess, because I could not have guessed, had I 
not just looked it up. The income tax was 1 percent up to $4,000, 
and $4,000 in 1928 was a massive amount of money. The maxi- 
mum rate was 25 percent and that was over $100,000, which was 
virtually unthinkable as the earnings of anybody in 1928. 

By 1931, the rate had gone down to three-eighths of 1 percent 
for the overwhelming majority of all Americans, because once 
again, that was the rate up to $4,000. The maximum rate had been 
reduced 1 percent to 24 percent for over $100,000. 

The reason I mention that is that in those days, a charitable con- 
tribution had very little incentive under the Tax Code. I do not pro- 
pose to tell you that I remember what was happening the day I 
was bom — I am not that advanced in my capabilities — ^but I do re- 
member very well in the midthirties when I was growing up, and 
I remember going to church and I remember the priest sa 5 dng it 
was our responsibility to give to others who were less fortunate. We 
were not that fortunate ourselves, but we were still given the obli- 
gation to give to others who were less fortunate. 

The attraction for giving then, as I recall, was that people gave 
an awful lot. There was no Federal program for welfare. There was 
no Social Security Program. There was no safety net coming from 
the Federal Government. There was no big incentive for charitable 
contributions in the Tax Code, but the giving was fantastic, of peo- 
ple helping other people in the spirit that I think made this coun- 
try great. 
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So I believe that we can go to that again. I think that heart is 
still in every American. But I must say to you that I think part 
of the problem today is that when you go to an American who is 
paying the kind of taxes that they are paying to government and 
government has provided all of these s^ety net programs and all 
of these problem solving spending programs, that the human na- 
ture in an American is to say, I ^ready gave at the office. Do not 
ask me to give at home. 

I gave when the IRS came in and told me I had to give. It always 
troubles me that people say this is a voluntary tax system. Just try 
not to be voluntary and end up in prison. I do not call that vol- 
untary. This is a mandatoiy^ tax system where the IRS takes from 
every earner that it can find and locate and mandates that that 
money come up here. Then it is turned into other spending pro- 
grams to solve people’s problems. 

It is very difficult to motivate people that have given massive 
amounts in all of their taxes to say, yes, I still want to come for- 
ward and I want to help because my heart is there to help other 
people who are less fortunate with some sort of a program, whether 
it he health or whether it be religion or whether it be poverty or 
whatever it might be. 

So I would only say that I appreciate your testimony and I un- 
derstand where you are coming from. We have had this system for 
so long that it is hard to perceive how we might survive without 
it. But we will definitely, in whatever we do, as far as I am con- 
cerned, be certain that there will be adequate opportunity for peo- 
ple to give to help other people in a philanthropic way. That is 
what all of you are about and I applaud all of you for it. I think 
it is one of the great strengths of this country. 

I am very glad to get your testimony and I just want you to know 
that whatever we do, I am going to be very sensitive to the kind 
of work that you are out there doing. 

Does any other Member wish to inquire? 

[No response.] 

Chairman ARCHER. Thank you veiyr, very much. I appreciate 
your coming and giving us your testimony. 

Our next panel is Charles Clotfelter, Sherry Hayes, Eugene 
Tempel, Peter Swords, and Larry Rosen, if you would come and 
take seats at the witness table. 

There is a little light in the center there that will be green, yel- 
low, and red. The green means go, go for it, the yellow means you 
have 1 minute left, and the red meams your 5 minutes have ex- 
pired. I am not going to shut you off at the end of 5 minutes, but 
without objection, your entire printed statement will be entered in 
the record. If you would summarize and try to stay within that 5- 
minute light for your oral testimony, we would be greatly appre- 
ciative. 

Mr. Clotfelter, if you would start off, we would be glad to hear 
from you. If you will identify yourself for the record, you may pro- 
ceed. 
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STATEMENT OF CHARLES T. CLOTFELTER, PROFESSOR, 

ECONOMICS AND PUBLIC POLICY STUDIES, DUKE UNIVER- 
SITY, DURHAM, NORTH CAROLINA 

Mr. CLOTFELTER. Thank you. I am Charles Clotfelter. I am pro- 
fessor of Public Policy Studies and Economics at Duke University. 
Even though Duke University is a nonprofit organization, I do not 
represent any organization today. Like most professors, I am a 
loose cannon. 

What I would like to do is highlight some research that I have 
done with Professor Richard Schmalbeck at the law school on the 
effects of tax reform on the nonprofit sector and charitable giving. 

The United States is distinctive among developed countries in 
the reliance that we put on the nonprofit sector and the advantages 
that we give to the nonprofit sector in our tax law, and I do not 
think that is just a coincidence. To understand how tax reform 
plans might affect the nonprofit sector and charitable giving, it is 
useful to focus on two aspects of current Federal tax treatment, 
that is, exemption and the deductibility of charitable contributions. 

How do these affect charitable giving and the nonprofit sector? 
The exemption, of course, relieves nonprofit organizations of paying 
income tax, but more important, it relieves them of the responsibil- 
ity of having to do a lot of accounting procedures, because, in effect, 
the income is not going to be there anyway. 

The more important aspect is the deductibility of contributions, 
and that is what we put most of our attention on in our study. Let 
me just say a word about how taxes affect charitable giving. There 
have been numerous economic and econometric studies of the effect 
of taxes on charitable giving and I have been involved in some of 
those. Even though there continues to be disagreement as to the 
precise effects of taxes, three conclusions seem to be widely accept- 
ed. 

One, taxes are rarely the dominant motivation for people to 
make charitable contributions. People give for a wide variety of 
reasons, and tax benefit is only one effect, and is rarely the moti- 
vating effect. However, tax policy can affect the amount that people 
give. 

Second, taxes influence giving by determining how much money 
people have left over after taxes. That is the income effect. 

The third thing is that the charitable deduction itself has an im- 
pact on the net of tax cost or tax price of giving away a dollar. For 
example, a taxpayer facing a marginal tax rate of 30 percent gives 
away dollars to charity that only reduce his or her consumption by 
70 cents. Tax plans that would either change tax rates or affect de- 
ductibility would affect this net cost. 

Empirically, this tax effect makes a difference and is a central 
feature in calculations such as ours on the potential effect of tax 
reform. Some have questioned whether this tax price effect is that 
important, owing to the fact that during the eighties, even though 
marginal tax rates were cut twice, charitable contributions contin- 
ued to keep growing. 

In fact, what happened during the eighties is that the burden of 
charitable giving was subtly shifted from upper income classes to 
the middle-income classes, and second, nonprofit organizations ex- 
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erted mightily to continue to get contributions by stepping up their 
fundraising activities. 

To get an idea of how these tax reform proposals might affect 
charitable giving by individuals, we did some simulations. What 
they showed was that the Armey, Shelby, and the Gephardt plans 
would reduce contributions on the order of 10 to 22 percent from 
current levels. The USA tax, which keeps the deduction in place, 
would have increases on the order of 11 to 31 percent. 

So in conclusion, even though taxes are not the reason why peo- 
ple give, they do have an impact and tax reform proposals such as 
these would also have an impact. 

[The prepared statement follows;] 
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THE EFFECTS OF TAX REFORM PROPOSALS ON CHARITABLE 
GIVING AND THE NONPROFIT SECTOR 


Testimony Before the House Ways and Means Committee 
May 1, 1996 


STATEMENT OF CHARLES T. CLOTFELTER. PROFESSOR 
DUKE UNIVERSITY 

I am pleased to have the opportunity to testify about the effect of current tax reform proposals 
on charitable giving and the nonprofit sector. ( will be basing my remarks on research that I have 
undertaken in collaboration with Professor Richard Schmalb^k at Duke.^ The views I will express are 
mine and are not necessarily those of any organi 2 ation, including Duke University, the American 
Council on Education, or the Association of American Universities. 

After a brief overview of the nonprofit sector and its treatment under current tax law, I will 
describe the manner in which I believe current tax reform proposals might, if adopted as law, affect 
charitable contributions and nonprofit organizations. I will then present some illustrative calculations 
intended to give an idea of the likely magnitude of these effects. 

The Nonprofit Sector and Its Tax Treatment 

The nonprofit sector of our economy consists of a vast and heterogeneous collection of religious 
groups, schools, hospitals, associations, artd other nongovernmental organizations that serve a host of 
important functions. These organizations range from the tiniest churches and fraternal associations to 
giant research universities and international relief agencies. Some exist entirely for the benefit of their 
members, while others are exclusively devoted to helping needy individuals, such as the indigent or 
homeless. Many operate quite independently of government, while others act as virtual extensions of 
government programs, wholly dependent on government funding. Far from being a minor detail in 
the institutional landscape of the country, this sector constitutes a segment of the nation's economic 
activity whose size and significance make it impossible to ignore. There are about 1.5 million 
nonprofit organizations operating in the U.$. In 1992 their total revenue was over $600 billion, and 
they accounted for about a tenth of the Gross Domestic Product. 

The bulk of charitable contributions comes from individual donors. In 1 994, individuals 
contributed some $105 billion. By comparison, $8.8 billion came from charitable bequests, and $6.1 
billion from corporations. While it is important to consider the effect of tax changes on contributions 
from estates and corporations, these figures suggest that the most important effects are to be found in 
contributions by individuals. 

The United States is distinctive among the developed countries in the extent to which it has 
chosen to rely on such rK>ngovernmental, nonprofit entities to carry out vital social functions, and, 
concomitantly in the extent of favorable treatment these entities enjoy in the nation's tax laws. 

As a general rule, rKHiprofit organizations are exempted from federal income taxation. 

They are also usually exempted from taxes at the state and local levels. Certain nonprofit 
organizations, the charitable and educational organizations covered by section 501 (c)(3) of the 
Internal Revenue Code, receive the additional tax advantage of being eligible to receive deductible 
contributions. Contributions account for about 10% of the revenue of the entire charitable sector, 
but they are more important outside of the health subsector, accounting for 14% of revenues in 
education and research, 27% in social services, and 36% in cultural organizations. 


1 Professor of Public Policy Studies and Ec<momics, Duke University. 

2 See Charles T. Clotfelter and Richard L. Schmalback, "The Impact of 
Fundamental Tax Reform on Nonprofit Organizations," a paper presented at a 
Brookings Institution conference, "The Economic Effects of Fundamental Tax Reform," 
February 15, 1996. 
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One important effect of this deductibility is to reduce the net cost, or "tax price," of making 
charitable donations, which is measured by the amount of consumption forgone per dollar of 
contributions. Without a deduction, each dollar of contributions reduces potential consumption by a 
dollar, making the tax price equal to one. By contrast, if contributions are deductible, a taxpayer with 
a marginal tax rate of, say, 30% faces a tax price of 70 c^ts per dollar given. Gifts of appreciated 
property are especially favored; subject to some llmitaticms, donors may deduct the full market value 
of such property, even though they have never been taxed on the amount of the appreciation. ' 

Because reform schemes often feature either a reduction in marginal tax rates or the 
complete elimination of the charitable deduction, the price effect is especially Important. Some 
observers have dismissed the importance of such a price effect, citing the continual rise in aggregate 
contributions during the 1980s, a decade in which marginal tax rates were cut significantly in upper 
income classes. Because factors other than marginal tax rates affect giving, many of which changed 
over this same period, this observation cannot serve as deHnitive evidence on the empirical 
Importance of the price effect. In fact, there is broad agreement among economists that the tax price, 
as well as after-tax income, does have an impact on the level of contributions. Disagreement remains 
only about the size of these effects. 

Four Tax Reform Plans 

In our study, Richard Schmalbeck and I considered fcHjr basic varieties of tax reform plans, each 
exemplified by a specific proposal: 1 ) a business-transacticMts tax, such as a value-added or retail sales 
tax, such as that proposed by Senator Lugar; 2) a consumed-income tax, in which there is a general 
deduction of net savings, exemplified by the USA tax; 3) a "flat-tax" consumption tax, in which the 
wage element of the tax base is treated at the individual level, exemplified by the Armey-Shelby 
proposal; and 4) a modified income tax system in which rates are flat in all butlhe upper-income 
ranges, and deductions drastically curtailed, as exemplified by the Gephardt plan. 

How Tax Reform Proposals Would Affect Nonprofit Organizations and Charitable Contributions 

Tax exemption. Ail of the major categories of tax proposals currently being discussed could be 
designed to provide exemption for nonprofit entities, and most of the specific plans under 
consideration have in fact done so. Generally, they have in common as well the preservation of a 
device-like the current tax on unrelated business income— that would treat even exempt 
organizations as taxable on those sales of goods or services that are unrelated to the pur^se for which 
the organization's exemption was granted. However, proposals can and do differ In the breadth and 
value of the exemption, and in the exception for unrelated business income. 

The issue of tax exemption for nonprofit organizations is most pertinent in the case of a business 
transactions tax, which, if it were the primary source of federal revenue, would need to have both a 
fairly high rate and a relatively broad tax base. A comprehensive transactions tax that provides no 
exemption for nonprofit organizations presents something of a worst-case scenario for those entities, 
since under such a tax payments of university tuition, hospital bills, museum admissions, and the like, 
would all generate a significant tax liability. Such a tax liability would likely raise the effective price of 
all these services, leading to establishment of a new equilibiium at a higher gross price. While it 
would be relatively straightforward to exempt nonpro8t organizations from a national sales tax, 
exempting them under a value-added tax would be more complex. 

Incentives to make donations. We identified four kirnfs of effects that tax reform proposals 
might have on the incentive to make charitable contributions.. The first, and we believe the most 
important, potential effect would be on the net income and tax price faced by donors. Any plan that 
eliminates the charitable deduction would increase the net cost of contributing each dollar. Changes 
in tax rate schedules would also affect after-tax income and the tax price under plans that retain the 
deduction. This effect is the only one for which currently available econometric models provides 
much guidance. For the remaining three effects, it is possible only to describe them. The second 
effect would apply to any reform that eliminates the estate and giff tax. Because the current estate 
and gift tax provides an important incentive for lifetime giving under the current tax system, 
eliminating that tax would reduce further the incentive for living individuals to make contributions. A 
third potential effect, arising in business transactions taxes that provide an exemption for nonprofit 
services, would be to lower the effective price of ncmprofit services relative to other, non-exempt 
goods and services, thus establishing a price differential that could have the same sort of price effect as 
the current deduction does. A fourth possible effect, and here we have virtually no precedent to 
guide us, would be the Influence on current contributions of allowing a deduction for all saving, as 
under the USA tax. 
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In order to assess the likely' elfect^ of various tax reform plans, we made calculations based on 
econometric models of charitable contributions by individuals. The simulations employ two sets of 
parameters, reflecting the range of estimates produced in empirical studies. Both sets embody a price 
effect arising from the deduaibility of contributions, as well as an income effect based on after-tax 
income. Other than its impact on tax liability and net inccHne, no explicit attention is paid to the 
effects of the estate and gift tax or the deductibility of saving. These nrtodels employ data that are 
aggregated at a fairly high level and thus are used only to suggest the relative magnitudes of proposed 
changes. To simulate effects on individual giving, tax return data on contributions by itemizers and 
nonitemizers were used to calibrate a model that estimates the level and distribution of contributions 
under different hypothetical tax regimes, all calculated for the year 1996. Behavioral effects are 
simulated using estimated parameters from econometric Judies of various forrns of charitable giving. 

To assess the likely effect of various proposals, we calculated what contributions would be 
under each one, under the idealized assumption that no other changes were to take place. We 
begin with a baseline level of contributions for 1996, including both itemizers and nonitemizers, 
which is based on 1992 levels inflated by means of the Consumer Price Index to 1996 levels and 
divided up according to an assumed distribution of gifts by donee group. By this method, we estimate 
that contributions by individuals in 1996 would be $1 16 billion, of which the largest portion are gifts 
made to religious organizations. Contributions from living individuals to institutions of higher 
education are estinuted to be about $4 billion. High incon>e taxpayers, defined as those with 
incomes over $100,000 in 1992, who represented 3.9% of all taxpayers, account for an estimated 
22.9% of total giving, slightly less than their 23.6% share of adjusted gross inconne. 

For each proposal, we calculated for each taxpayer group (taxpayers arranged by filing and 
itemization status) at each income level the taxes, aher-tax income, tax rates, and price of giving that 
would apply. The tax rates were adjusted so that each proposal would raise the same revenue as the 
1996 actual tax law. We then applied behavioral parameters from two alternative models to 
calculate the hypothetical level of contributions undereach proposal. 

Using the baseline set of parameters, the calculations imply a 10% reduction in total 
giving by individuals under both the Armey-Shelby and Cephar^ proposals, both of which 
eliminate the charitable deduction. These two proposals differ most in the effect on the patterns of 
giving over the income spectrum, with the more progressive Gephardt proposal reducing net inconoes 
of the affluent relative to the Armey«Shelby plan, thus cutting their contributions relatively more. By 
contrast, the USA tax, featuring a charitable deduaion for all taxpayers, is seen as increasing giving, by 
about 1 1 %. 

The effects of these price effects - negative for the plans that drop the deduction and positive 
for the USA tax >• are accentuated by the larger price elasticity of the alternative model. In this case, 
the Armey-Shelby and Gephardt plans show a decline of 22% while the USA tax Is associated with an 
increase of over 30% in giving. Like the first simulation, die share of all contributions made by those in 
the top income classes falls as a result of the tax change, thus resulting in a greater decline in 
contributions to organizations historically favored by more affluent donors. To reiterate, these 
calculations shoulo be treated as simply illustrative of the sorts of magnitudes one would expect in 
comparing one tax regime to another in the long run, arxi under the assumption that nothing but the 
tax regime changed. As expeaed, proposals that eliminate the charitable deduction are likely to 
cause contributions to be less than they otherwise have been. 

Conclusion 

The key provisions of the several tax reform options considered in this paper do not appear to 
have nonprofit organizations as their intended targets. However, it appears tnat at least some of the 
options presently TOing discussed are likely to have significant and adverse effects on nonprofit 
organizations. Two are worth highlighting. First, nonprofits generally would be badly damaged by any 
sort of business transactions tax ^at does not explicitly exempt the provision of goods and services by 
nonprofits. Second, incentives to make contributions to charitable organizations are likely to be most 
diminished by the various flat tax proposals, especially those that make no provision for deductibility of 
such contributions. The magnitude of these effect remains quite uncertain, however. There are 
many details missing from the current tax proposals, and cHjr knowledge about likely behavioral 
responses is also quite imperfect. 
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Mr. McCrery [presiding]. Thank you. 

Ms. Hayes. 

STATEMENT OF SHERRY HAYES, VICE PRESIDENT, 
INTERHEALTH, ST. PAUL, MINNESOTA 

Ms. Hayes. Thank you, Mr. Chairman and other Members of the 
Committee and staff for the opportunity to testify today. My name 
is Sherry Hayes. I am vice president of an organization called 
InterHealth. We are an interfaith, interindustry organization that 
includes nonprofit hospitals, health care systems, social service pro- 
viders, medical groups, foundations, and strategic business part- 
ners. Our values are rooted in the Judeo-Christian tradition of 
healing as a mission. 

We view ourselves as partners to both government and the for- 
profit sector, working toward the common goal of a more civil soci- 
ety. It is with this orientation that we applaud the efforts of the 
Committee and we embrace the discussion of a replacement tax 
system as a challenge in our mind to better respond to the needs 
of individuals as well as the needs of those communities. 

It is an opportunity, as well, to revisit some of the underlying 
principles of tax exemption, something we have not done, frankly, 
for a very long time, to strengthen the Federal commitment to and 
hopefully partnership with the voluntary sector through the re- 
moval of current barriers. 

Though we do not oppose any approach to tax restructuring, we 
do have several concerns with the proposals that are being consid- 
ered. First, we object to the application of a consumption-based tax 
to health care services that are rendered on a nonprofit basis. We 
strongly recommend that the Committee eliminate commercial 
availability, the standard that currently exists in H.R. 3039, and 
hopefully work with you to recognize that not all health care is the 
same. 

As mediating institutions, particularly, faith-based providers de- 
liver a safety net of services that are either not provided for by gov- 
ernment or are not unilaterally profitable in the private commer- 
cial market. In that regard, we sort of see ourselves as buffering 
some of the rougher edges of capitalism, and in today’s vernacular, 
sort of government bureaucracy. 

Beyond the provision of charity care, reli^ously affiliated hos- 
pitals have as a part of their mission the provision of spiritual care. 
We treat the body, we treat the mind, and we treat the spirit. 
These institutions are inextricably linked to their communities, to 
their families and churches, and they provide preventive as well as 
healing services, regardless of one’s ability to pay. It is a mission 
for us. 

And, to the extent that there are services that are profitable, 
those margins remain in the communities and within the delivery 
system, as opposed to those being diverted away from the commu- 
nity and the delivery system in a proprietary system by investor- 
owned entities. 

Things like local stewardship, pastoral care, parish nursing pro- 
grams, the ministries, and in addition to that, I think, the moral 
institutional culture of some of these systems all contribute not to 
a commercially available product per se but to the healing of 
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human beings and the community as a whole. It is unique and it 
is critical and we would hope that it would be strengthened during 
consideration of tax reform. 

Second, whatever approach the Committee chooses to take on tax 
reform, the availability of tax-exempt financing must be preserved 
and expanded. Research shows that 95 percent of the interest sav- 
ings on tax-exempt bonds is returned to the community in the form 
of charity care. The current restructuring and consolidation under- 
way in the health care sector is bringing better care and it is bring- 
ing more efficiency back to our communities. 

But the current $150 million bond cap for nonhospital debt is a 
serious impediment to those consolidations, serving as a barrier to 
the nonprofit sector’s ability to develop integrated systems of care 
across communities. 

Our third point is ancillary. Others have made it, but we feel it 
is significant, and that is InterHealth is concerned that a major 
change in Federal tax status of charitable health care organizations 
will trigger increases in State and local tax burdens. 

Our fourth concern is that current tax barriers to nonprofit pro- 
vision of care be eliminated. We support both the AHA and CHA 
proposals to enact specific tax exemption for integrated delivery 
systems and to establish in the Code comparable to the hospital ex- 
emption, a specific exemption for clinically and financially inte- 
grated health delivery networks, imposing appropriate require- 
ments to ensure that they are assessing and addressing the needs 
of community beyond the enrolled populations. 

We believe that coordinated care through nonprofit mission-driv- 
en delivery systems is a critical component to a civil society. The 
community focus and accountability, the availability of charity 
care, and emphasis on whole prevention and healing is, frankly, 
not a commodity. It is not available commercially. 

We welcome the opportunity to assist the Committee and its staff 
in thoughtfully addressing these concerns. With such changes, we 
believe that it would be possible to maintain appropriate support 
for the mission of religiously eifflliated organizations under any of 
the tax alternatives pending before the Committee. 

Thank you very much for your time. 

[The prepared statement follows. Additional materials are being 
retained in the Committee’s files.] 
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On behalf of InterHealth, I commend Chairman Archer and the 
Raitking Member Gibbons for their vision and leadership on this important 
issue — the fundamental reform of our tax system. I would also like to thank 
the Chairman, distinguished Committee members, and staff for the 
opportunity to testify today. 

InterHealth is an interfaith, interindustry values-driven 
organization of nonprofit hospitals, health care systems, social services 
providers, medical groups, foundations and strategic business partners. 
InterHealth was founded in 1984 to bring leaders of faith-based health 
organizatioits together to share information on the changing needs of the 
health delivery system. Our values are rcwted in the Judeo-Christian heritage 
of healing as a mission. 

This Congress has already shown an understanding of the value 
of community, a commitment to correcting incentives and disincentives 
created through federal programs and a desire to remove barriers between 
govenunent and people. Systemic tax reform is the most challenging 
opportunity to further that agenda. As mediating institutions, we view 
ourselves as partners in that agenda, toward a more civil society. The 
decisions that you make relative to the taxation of currently exempt 
organizations will be critical in determining the ultimate success of our 
common goals. It is an opportunity to revisit the underlying principles 
behind tax-exemption and to strengthen the federal commitment to and 
partnership with the voluntary sector through the removal of current 
barriers. 


The Mission of Health Care 

The provision of health services grew from the church as a 
means to fulfill missions through addressing the root needs of society. 

Among those root needs were the improvement of health, the alleviation of 
pain and suffering, preservation of safe and healthy enviroiunents in which 
to live and raise our children, etc. We began as and continue to serve as, 
philanthropic social institutions. There was not a root need to profit from the 
provision of services. Nor was there a root need to return proceeds to 
shareholders. 
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Mediating institutions such as voluntary hospitals, now 
evolving into community-based integrated delivery systems, began alongside 
of and in response to the rise of capitalism through the industrial revolution. 
As mediating institutions, we provide a safety net of services that are either 
not provided for by government, or which are not to be found of unilateral 
profitability in the private, proprietary sector. We exist, in partnership with 
government, to buffer some of the tougher edges of capitalism. 

Religiously affiliated hospitals, in particular, have as part of their 
mission the provision of spiritual care, treating the mind, spirit and body. 
These institutions and systems are inextricably linked to their community's 
families and churches, and provide prevention as well as healing services 
within the context of those communities to all, regardless of ability to pay. 
Their local stewardship, pastoral care services. Parish Nurse programs, 
Diaconal ministries, training programs for health professionals, chaplaincy 
programs, moral and institutional cultures all contribute not to a 
commercially available product, but to a healing of human beings and the 
community as a whole. 

Peter Drucker writes, 

"The nonprofit institution neither supplies good or services, nor 
controls (through regulation). Its 'product' is neither a pair of shoes, 
nor an effective regulation. Its product is a changed human being. The 
nonprofit institutions are human change agents. Their 'product' is a 
cured patient, a child that teams, a young man or woman grown into a 
self-respecting adult; a changed human life altogether." 

With increased participation from both public government and 
private sectors, form followed function and a private, for-profit sector arose. 

In today's dynamic and highly competitive "market", for-profit organizations 
are seeking to partner or acquire traditional not-for-profit commuruty 
hospitals and teaching institutions. Similarly, not-for-profit community 
based providers are incorporating business management and efficiency 
techniques. A significant realignment of tax incentives would have a 
substantial impact on decisions effecting mission and margin, and ultimately 
delivery of care. 

Health care at its best is about improving the health of the whole 
community - mission. Measures such as health outcomes, health status 
trends, procedure effectiveness, continuous quality improvement, charity 
care levels and epidemiological data all enable us to quantify the more 
tangible aspects of the provision of health care. They do not, to a comparable 
extent, enable us to measure the value of the littk to the community and 
shareholders, the preservation of resources within a community, the moral 
cultures of the systems of care, the value of altruism and human dignity, the 
value of wellness promotion or the value of the spiritual and emotional 
dimensions of healing. 

Health care can also be about improving profits - margin. Here 
the measures are more readily communicated; efficiencies, savings, staffing 
and bed reductions, case-mix, capital and return to stockholders through 
which revenues are removed both from the delivery system and the 
community. Treated as a commodity, the nature of the service itself is 
changed. And we know that healthcare is subject to market failure as a 
function of the way in which it is purchased and the personal and often 
critical nature of the service. We carmot rely purely on a market discipline. 
Health care is different and should not be subjected to a tax as a commercially 
available product. To do so, would almost certainly marginalize the root 
needs of individuals and communities. 
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As the government minimizes its role, devolving control and 
services to the local level, it is critical that care be taken to strengthen those 
mediating institutions at the community level. We encourage the 
Committee to review current policies impacting both taxable and tax-exempt 
health care providers to ensure not only that tax-exempt organizations are 
held accountable for exemptions and incentives, but to remove current legal 
and regulatory barriers that put not-for-profit at an inappropriate competitive 
disadvantage. 


Public Benefit of Tax Incentives 

While it is difficult to quantify empirically the relationship 
between tax-exemption and community benefit, distinctions can be found in 
the marmer of the delivery itself, how it is priced, and what is done in the 
community. 


The current restructuring and pressures to contain costs in the 
health care system, coupled with the increasing numbers of uninsured and 
underinsured, pose a particular challenge to the not-for-profit, mission 
driven health system. 

Exemption from federal and state income tax provides resources 
to subsidize uncompensated care. According to a study by the American 
Hospital Association, 1992-1993 trend comparisons between not-for-profit and 
investor-owned hospitals of actual costs of uncompensated care showed $9.2 
billion in costs for not-for-profit and $886 million for investor-owneds. 
Perhaps more significant, not only did the aggregate dollar costs increase 
between 1988 and 1993, but the costs to not-for-profit hospitals increased by 53 
percent, compared to an increase of 19 percent for the investor-owned 
facilities. 


Similarly, tax-exempt bond financing reduces interest outlays 
that are also available to fund community benefit programs. Recent Agency 
for Health Care Policy research has confirmed that non-profit hospitals pass 
through 95 percent of the savings of tax-exempt bonds in the form of 
uncompensated care. Most recently, researchers from the University of 
Alabama and University of Petmsylvania have released preliminary 
empirical findings concluding that "tax-exempt debt is an effective 
instrument for increasing the charity care supplied by hospitals." 

Beyond the charitable definitions of community benefit, are 
countless valuable services provided by tax-exempt hospitals and systems 
through community-wide, collaborative efforts to improve the quality of life 
and promote wellness. It is the mission driven, not-for-profit sector which 
has been the innovator in high-cost programs such as trauma and bum 
centers, neonatal centers, community prevention and screeiung activities, 
education and research. Our ability to offer these low-margin services is 
bolstered by charitable contributions and foundation grants. 

There is a new industry developing, however. It is not about 
hospitals or doctors or illnesses, or communities or arguably even patients. It 
is about covered lives. The value structure of these new enterprises will 
prominently include quality care, appropriate use of the medical system and 
cost containment. At risk are the value of healing, wholeness and 
compassion. The taxation of health care services as a commodity, on the 
grounds that "it" is available in the private market, significantly adds to that 
risk. 


To ensure the continued relatioitship between provider and 
patient and to strengthen the role of community-based networks of care, the 
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House Ways and Means Committee demonstrated significant vision and 
leadership in its support of direct contracting with provider-sponsored 
networks. While that legislation has not yet become law, we applaud you for 
the recognition of the critical importance of strengthening and preserving 
commuiuty accountable care. Similarly, we ask your consideration of the 
following concerns and suggestions relative to the various proposals to 
replace the current tax system. 


Tax Reform Issues Posed for Religiously-Affiliated Health Care 

Fundamental tax reform poses several important issues for 
religiously affiliated nonprofit health care organizations. The first is whether 
the new consumption taxes-whether they are income-based or transaction- 
based— will apply to tax the services provided by nonprofit health care 
organizations. The second is whether the new tax proposals will adversely 
affect the cost and availability of financing for nonprofit health care 
organizations. The third is how such proposals would affect the charitable 
support of community health care organizations and programs through 
contributions and grants. The fourth involves ancillary impacts, such as 
whether elimination of federal tax exemption would trigger adverse tax 
changes at the state or local level. 


Whether the Proposals Will Tax Nonprofit Health Services 

Many of the proposals apparently would tax nonprofit 
organizations that provide goods and services. InterHealth believes the 
proposed taxes should exempt the income or gross receipts that nonprofit 
organizations derive from activities in support of their charitable mission. 

H.R. 3039 imposes a 15 percent national retail sales tax on the 
use, consumption or enjoyment of any taxable property or services. While 
contributiorts of property or services to certain qualified nonprofit 
organizations are exempt from tax, the provision of property or services by 
certain nonprofit organizations would be subject to tax in many instances. 
Exemption is preserved only if the property or service provided (i) is 
substantially related to the organization's exempt purpose and (ii) not 
commercially available. 

The use of a commercial availability standard in H.R. 3039 poses 
particular problems for nonprofit health care. It would make the tax 
treatment of nonprofit healthcare providers subject to the market-driven 
behavior of for-profit chains. Investor-owned health care systems currently 
control a significant share of the in-patient hospital market, and seek to 
control an ever larger share. Such systems tend to favor profitable markets 
and high-profit margin services. Under the bill, a nonprofit health system 
could lose the benefits of tax exemption with respect to a large number of 
activities simply because a for-profit system entered its market. This problem 
with the retail sales tax could be solved by eliminating the "commercial 
availability" standard of H R. 3039. 

Many Value-Added Tax (VAT) proposals would dramatically 
increase the tax burden on nonprofit healthcare orgaruzations. For example. 
Congressman Gibbons has proposed a broad-based VAT that contains no 
exemption for goods or services provided by nonprofit organizations. While 
we respect Congressman Gibbons' desire to achieve simplicity and 
uniformity, we believe that such an approach would have a disastrous impact 
on nonprofit organizations, particularly charitable health care organizations. 
The result, we believe, could be worse than loss of income tax exemption, 
because labor and other costs would appear to not be deductible. By contrast. 
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we recognize that H.R. 3039 does provide an offset mechanism for employee 
costs, so there would be partial netting of income and expenses. 

The advantage of the Flat Tax is that it easily accommodates an 
exemption from tax for revenues derived by not-for-profit organizations. For 
example, H.R. 2060 contains a blanket exemption from the business tax for 
"any activity of a governmental entity or any other entity exempt from tax." 
InterHealth would anticipate that if the Ways and Means Committee is 
inclined to adopt a Flat Tax, it would be necessary to further refine the 
standards for exemption and the taxation of unrelated business income 
("UBI"). In this regard, InterHealth would like to work with the Committee 
to develop standards that ensure that exemption standards encourage the 
further development of community-oriented healthcare. 

The USA Tax proposed by Senators Domenici and Nunn (S. 833) 
reduces the types of entities eligible for exemption and preserves the core 
exemption of not-for-profit hospitals and healthcare organizations that 
qualify as charities. 

InterHealth applauds the thoughtful approach of the drafters of 
S. 833. One apparent disadvantage of S. 833, however, is its formula for the 
calculation of tax on business activities, including the unrelated activities of 
exempt organizations. The USA Business Tax is an 11 percent tax imposed on 
gross profit derived from all domestic sales of goods and services. In 
calculating gross profit, the computation eliminates any deduction for 
employee compensation and fringe benefits. This calculation would 
adversely affect the health care industry or any other industry that is 
burdened by high labor costs. 


Whether Financing Wi ll Be Made M ore Costly or Unavailable 

A major disadvantage of the many tax reform proposals is that 
they eliminate the tax-exempt bond market, which is a key source of capital 
for not-for-profit hospitals. For example, under a retail sales tax or VAT, 
income would not be subject to tax at all, making tax-exempt bonds obsolete. 
Similarly, most flat tax proposals, such as H.R. 2060, would eliminate all tax 
on interest income, thus leveling the playing field for currently taxable and 
tax-exempt debt. 

Under either of these approaches, not-for-profit hospitals would 
be forced to fund capital improvements with taxable debt at a higher interest 
rate, which could cost millions of dollars in some cases. Furthermore, some 
not-for-profit healthcare organizations would not only pay higher interest 
rates, but also could face severe constraints on their ability to borrow at all. 
Because not-for-profit hospitals are precluded from raising money through 
the equity markets, tax-exempt financing is a critical source of capital for 
health system renovatioirs, expansions, and consolidations. 

Similarly under current law, 501(c)(3) hospitals are exempt from 
the $150 million bond cap. In light of the significant integration of physician 
group practices, primary care physicians, hospices, outpatient surgery centers, 
long-term care facilities and inpatient hospitals into provider sponsored 
networks, hospitals are confronting consolidation and integration problems 
with the non-hospital bond limit. InterHealth thanks those Committee 
members who have worked to either eliminate the $150 million bond cap for 
non-hospital debt, or to extend the hospital exemption to integrated delivery 
networks. We appreciate all efforts to remove such discriminatory barriers. 

One tax reform plan that preserves some advantage for 
nonprofit financing is the Nunn-Domenici bill, S. 833. It does so by excluding 
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tax-exempt bond interest from income, while providing a deduction for other 
forms of savings. 


How the Proposal Will Affect Charitable Contributions and Grants 

Not-for-profit organizations depend not only on exemption 
from income tax, but also on charitable contributions and foundation grants. 
Many of the reform proposals eliminate or restrict the tax incentives for 
individual and corporate donations that fund medical research and 
community health initiatives. 

For example, H.R. 2060 eliminates all deductions, including the 
deduction for individual and corporate charitable contributions. However, 
elimination of the charitable contribution deduction is not inherent in the 
structure of the Flat Tax. Senator Specter has introduced a Fiat Tax that 
preserves a deduction for most individual charitable contributions. 

A consumed-income tax, such as the proposed Domenici-Nunn 
USA tax, more easily accommodates a deduction for charitable contributions. 
S. 833 maintains a charitable contribution for individual charitable 
contributions with no annual dollar cap on deductible contributions. Since 
many health care organizations and medical research foundations benefit 
from a relatively small number of large dollar donations or grants, the 
elimination of such contribution caps is of importance. One disadvantage of 
S. 833 is that it fails to preserve an incentive for corporate contributions. 

AncillaryLlmpacts 

InterHealth is also concerned that a major change in the federal 
tax status of charitable health care organizations could trigger increases in the 
state and local tax burdens to which such organizations are subject. Most 
State codes require at a minimum that the organization seeking exemption 
from a state property, income or sales tax be recognized as exempt at the 
Federal level under section 501(c)(3). Since many States are already looking to 
large nonprofit institutions for increased revenues, loss of Federal tax 
exemption as a measuring stick would likely exacerbate this trend. 

If this were to occur, even those hospitals with little or no net 
income would be subjected to local property taxes and State sales taxes. 

Many of the tax reform proposals have wisely attempted to 
retain some concept of a "qualified" nonprofit organization. For example, 
H.R. 3039 maintains an exemption for religious, charitable and many other 
types of organizations so long as no part of their net earnings inure to the 
benefit of private individuals. It also has the advantage of maintaining tax- 
preferred status for social welfare organizations, such as non-staff model 
health maintenance organizations operated on a nonprofit basis. 

InterHealth also thinks that it is important to maintain 
exemption standards that encourage public benefit and discourage private 
gain. In this regard, the Committee commends Chairman Archer and the 
several other Members who have worked with the health care community to 
pass workable intermediate sanctions, most recently as part of the Taxpayer 
Bill of Rights. 


Additional Barriers 


In large part as a function of the rapid changes in the health care 
delivery system, current tax law poses significant burdens on and barriers for 
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not-for-profit health care providers. In addition to the difficulties posed by 
the tax-exempt bond financing issue, provider sponsored networks and 
integrated delivery systems are further restricted by current tax policies with 
regard to capitation and governance. InterHealth supports the American 
Hospital Association and Catholic Health Association proposals to: 

- Enact specific tax-exemption for integrated delivery systems, requiring that 
boards be composed of members of the community, obligated to comply with 
the requirements of the community benefit standard and. subject to 
intermediate sanctions. 

- Establish in the tax code a specific exemption for clinically and financially 
integrated health delivery networks, imposing requirements to ensure that 
they are assessing and addressing the needs of the community beyond their 
enrolled populations. 


Conclusion 


Religiously affiliated nonprofit health care organizations serve 
as mediating institutions in partnership with both government and the 
private for-profit sector. They contribute in significant and numerous ways to 
the general health and welfare of the community. 

InterHealth supports the Committee's leadership in moving to 
radically reform the current tax system. However, we have several serious 
concerns about the impact of possible replacement taxes on nonprofit health 
care as the proposals are currently drafted. These concerns include (1) the 
application and scope of a consumption-based tax to health care services, (2) 
the effect of such taxes on the cost and availability of debt financing, (3) the 
elimination or restriction of tax incentives for charitable giving for both 
individuals and corporations; (4) the ancillary effects of fundamental tax 
reform, such as increased exposure to state income, sales and property taxes 
and (5) the removal of tax barriers from current law. 

InterHealth welcomes the opportunity to assist the Committee 
and its staff in thoughtfully addressing these concerns. We believe that with 
such changes, it would be possible to maintain appropriate support for the 
mission of religiously affiliated health care organizations under any of the 
tax alternatives currently before the Committee. 
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Mr. McCrery. Thank you, Ms. Hayes. 

Mr. Tempel. 

STATEMENT OF EUGENE R. TEMPEL, VICE CHAIR, BOARD OF 

DIRECTORS, NATIONAL SOCIETY OF FUNDRAISING EXECU- 
TIVES, ALEXANDRIA, VIRGINIA 

Mr. Tempel. Grood afternoon, Mr. Chairman, Members of the 
Ways and Means Committee. My name is Gene Tempel and I am 
vice chancellor of Indiana University-Purdue University at Indian- 
apolis, but I am testifying today as vice chair of the Board of Direc- 
tors of NSFRE, the National Society of Fundraising Executives. 

NSFRE is a professional association with 16,000 members, all 
who generate philanthropic support for a wide variety of the not- 
for-profit charitable organizations. It was founded in 1960. It is a 
501(c)(6) organization headquartered in Alexandria, Virginia. 

We appreciate the opportunity to discuss the effects of tax reform 
on tax-exempt nonprofit organizations. A number of econometric 
studies have been conducted on whether such reform will be help- 
ful or harmful to the charitable sector. My colleagues today have 
covered this topic and I refer to some of these studies in my own 
written testimony. But what I want to talk about today is choices. 

It seems to me the choice for nonprofits boils down to this: 
Should the government encourage or discourage charitable giving? 
In other words, should the government encourage those who choose 
private support of health, welfare, education, and other services, or 
should contributing to the public good be a simple consumer choice 
at the same level as taking a vacation, buying a new suit, or going 
out to eat dinner? 

Americans do have a strong streak of independence and self-reli- 
ance. We know that. We also have a strong tradition of philan- 
thropy, voluntary action for the public good. Since colonial days, 
Americans have helped one another by donating their money to lit- 
erally thousands of causes, from aiding the indigent to creating 
hospitals and libraries, supporting civil rights, health research, 
care for children and the elderly. In essence, Mr. Chairman, the 
choice we are making is about who we are as a people and what 
ideas and values we hold most dear. 

I believe the government sends a strong signal to the public 
when it makes choices about what it funds, what deductions it 
keeps or creates. When Congress created the charitable deduction 
in 1917, it was expressing the belief that philanthropy was an im- 
portant value, that nonprofit organizations were a partner with the 
government in meeting public needs, and that individuals should 
not be taxed fully on income which is donated to charity because 
that money will be used for the public good, not for private or per- 
sonal advantage. 

Although the focus of this hearing is on the elimination of the 
tax system, the point remains, the deduction encourages people to 
help others and not themselves. It sends a signal to the American 
people that philanthropy is an important tradition which should be 
encouraged and preserved. It helps strengthen American society. 

As a professional fundraiser, let me assure you that American 
people respond to these signals. Certainly, one of the reasons they 
choose to give is that they believe in the cause or believe it is the 
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right thing to do, but almost every contributor I talk to tells me 
that the tax structure and its deductions play a huge role in giving, 
particularly as the amount increases. 

Just last week, I brought together a group of executives to dis- 
cuss philanthropy in rural America. Included in the group was an 
insurance executive who recently placed an appreciated parcel of 
land he owned in a charitable remainder trust. He told me flat out 
that the charitable deduction to his current income made the gift 
possible. 

While the government may have lost something in taxes, the en- 
tire asset is now in the public trust and will be used for needs in 
rural southern Indiana. Without the deduction, the property likely 
would have been sold, some taxes paid, but most of the money 
passed on to children for private use. I want to stress that we are 
not just talking about the very wealthy. This was a person of mod- 
erate income and moderate means, just like many contributors. 

I have also been privileged to work on behalf of the Indiana Uni- 
versity Center on Philanthropy and several other countries inter- 
ested in building a stronger philanthropic base as a means of meet- 
ing public needs. In Mexico and Thailand, for example, we are 
working with local leaders who advocate for a more generous chari- 
table deduction. It would be ironic for these governments to adopt 
the current U.S. policy on charitable deductions, which they view 
as a model, while we abandon our own. 

I do not believe this is a choice that the American people want. 
The average citizen has said time and time again that there is a 
unique place for charities. A recent poll by the American Institute 
of Certified Public Accountants indicates that Americans favor 
keeping the charitable deduction by a 3-to-l margin. 

In fact, this Congress recently asserted the unique position of 
charities when it unanimously passed charitable gift annuity legis- 
lation. Every Member of this Committee voted in favor of separat- 
ing charitable annuities from other annuities because you recog- 
nized that charitable annuities are not for personal gain but for 
public use. 

Mr. Chairman, just a few moments ago, you referred to the state 
of philanthropic support in your community with a small tax incen- 
tive. That was a time of close community involvement and great re- 
ligious participation. I grew up in such a small community in 
southern Indiana in the fifties like that myself, but today, we have 
a loss of community, we have a breakdown in civil society and less 
participation in religion. So we believe we need all the tools at our 
disposal to help encourage local participation in philanthropy. 

In conclusion, I would like to say you have made it clear that you 
would like to tear the income tax system out by its roots and throw 
it aside. If you can create a system that is simple, equitable, and 
more importantly, fair, we will applaud you. Our members at 
NSFRE are willing to work with you and your Committee staff to 
achieve that goal. To be fair, however, the new system should rec- 
ognize that those who make charitable contributions provide for the 
public good and deserve parity with those who do not by providing 
a charitable deduction. 

We have no interest in defending the status quo if reforms are 
necessary, but when we talk about tax reform and tax policy, we 
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are talking about important choices, choices which will have rami- 
fications for every person in America. Americans have chosen to 
make philanthropy part of their everyday lives, partly due to the 
encouragement received from the government. We simply ask that 
as the Congress shifts programs from the government to not-for- 
profits, it provide the encouragement for citizens to support those 
needs at the local level through the strongest signal possible. 

Research shows that tax incentives heavily impact the size of 
charitable gifts. Donors tell us repeatedly that the national impor- 
tance placed on philanthropy by the charitable deduction sends a 
strong signal to them when they choose to give. It is our respon- 
sibility and the responsibility of Congress to respond to those 
choices and ensure that the government continues to encourage 
giving. Our society, our values, our national character, and our in- 
dividual moral obligations demand no less. 

Thank you, Mr. Chairman, for the opportunity to testify, and I 
will be glad to answer any questions you might have. 

[The prepared statement follows:] 
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WUITEM STATEMENT OF 

MR. EUGENE R. TEMPEL, Ed.D., CFRE 
ON BEHALF OF 

NATIONAL SOCIETY OF FUNDRAISING EXECUTIVES 

BEFORE THE HOUSE COMMITTEE ON WAYS AND MEANS 

ON THE IMPACT ON STATE AND LOCAL GOVERNMENTS AND TAX- 
EXEMPT ENTITIES OF REPLACING THE FEDERAL INCOME TAX 

MAY t, 199S 


Good afttniooii, Mr. Oulmiaii aad niMiibMS of the Wqrs and Means 
Cenunktec. On behalf of the more thm ld,000 memben of the Natfanal Sodeqr 
of Fond Raising Exeendves, I would Oke to thank yon for aUawIng me the 
opportnnhy to testify here today. I am Vke Chancellor of Indiana Univenlty - 
Pmdne Unlvcrrity at IntBanapoBs and Director of the Center of PhBanthroffy there, 
bat I am testifying today as Vice-Chafr of the Board of Directors of the National 
Society of Fond Rafaing Execntivm (NSFRE). NSFRE It the professional association 
for hKflvfckult ftneradng phBantfaropk tnppoct for a wide variety of not-for-profit, 
charitable organisations. Foondad in f9d0, NSFRE is a 501(c)(d) otganlxation. 
NSFRE emphiys a st rong local chapter fr a m ework; onr 127 chaptm are located In 
almost every state and metropolitan area, and in Canada and Mexico. Onr 
headquarters is located in Alexandria, Vbgi^. 

My remarks today win focus on the Nfects of tax reform on tax-exempt, 
not-for-profit orgaidxatlons. In particniar, I wID look at reform from the 
parspecdve of fundniscrs who are in contact with hundreds of potential donors 
every day. I talk with a wide variety of potential contribntots, from people who 
have fust received large windfaOs of money, land, or other asset and want to donate 
part or an to charily, to someone who |ait wants to conliibwte a certain amonm 
of money on a regular basb to hb or her favorita chari^. Abnost every singie one 
of them asks about the tax code and deductions for his or her charitable gift. 
Donors are extremely concerned about how tax reform win affect the cost of 
giving, , to whom they choose to give, how much they choose to give, and how 
often they choose to give. The dedsioas that are made here on Capitol HD wffl 
have a profound effect on charitable givhig choices throughout the nation. 

I have been following the debate on tax reform and not-for-profit 
organiiatioiis for the past several months and whether such reform would be belpftri 
or harmfid to the charitable sector. As I have Bstened to each new study being 
introduced to support varions poddoot. It seems to me that the choice concerning 
tax reform and not-for-profits boOs doiro to tUs fundamental question: Should the 
government encourage charitable giving? 

I understand there Is an argument that says tax poOcy and sodal pollqf are 
two separate hems that are not and should not be relat^. I find tUs argument to 
be supcrfluons, simply because tax policy, and thus tax reform, inherently affects 
social policy. Whether we choose to tax savings, whether we tax income or 
consuniption, vfhether we decide to exempt home ownership and charity; these are 
an choices in tax reform that wffll have tremendous consequences for onr society. 
Thus, the real question is whether or not government should encourage 
philanthropy and voiuntcerlsm. Should the govermnent encourage those trim 
choose private support of health, welfare, education, and other services, or should 
contributing to tte pnbUc good be a simple consumer choice, at the same level as 
taking a vacation, buying a new suit, or going out to eat for dhmer? 
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Hm nmnn to thwo ^uwdooi mO n a lot aboM oonaivw and oar 
nadon. A <a l cfc loofc at oar gait dww oi tfcat pMhm tio pj f b part of oor nadonai 
Odrit and adtara. Amarifini have a i tt o ng itraak of IndaiMBdanea and mH- 
nOanca, bat nra abo havo a tndMoa of condn t to n thw to halp thoaa lots 
Ibitnnato dian otoMivat. SInca Colnidil dqw, Aiiiirirtni havo diatan to halp ono 
anothar by ***‘**W Aaif aaoMy to ftanDy tfaomandt of cantat, huin i fcn aiding 
the Indigantt oa ad ng hoipttali and nnria^ and nvpordng ctvfl rights, hoahh 
rasaarch, and cm for childran and dia aUsifir. In atsanca, Mr. Chahnian, tha 
cMca wo ara making b ahoat who wa an as paopte, and sshat Idaas and valnas wa 
hold most daar. 

Hian an a nnmhar of l a as c ni tha g ov a sn m an t shoMd conthma to anc o m ag a 
tharitabb gMng. fhst, charbabh gbhig rBiiiplianisiii tha lOdth Congnss' goab 
of hiaaasod taOann on tha pilvata sactor and tha down sldn g of govanmant. In 
tha last yaar and a half, thb Conpass has b i ri t nta d a mnnbar of changas dad g n a d 
to bring powar back to statas, locdtrias and tha avanga taxpayer, and ndnea tha 
staa and bananenty of tha fManI govanananr Charitfas parfonn sasvkas far 
man afll d a ntl y than g ovanmant, aspada^y onca local hwolvaniant and vahmtaar 
satvlem an co nd datad, asM tana naadi that govanmant cannot or win not moa t , 
■y suppo i thi g charidas, ddmm an ampowaring local, charitabk gcoops and 
ibirasilng thab ralanm on tha ManI go van m ant. Ihnogh local noc-fer-pnlit 
otganbadans, d dwwt taka nspontftlBty for thamsalvm and thab r m i m m iilt lai. 
Ironically th^ dhnhnrtnn of tha charitabb dadnc tl o n works agalntt Congnss' 
aborts to rntton powar to locaMat and ddxans' gmops. Aftar all, tha mom 
charidas got hivolvad and patfo t m sankm, tho bts g ovanmant hitarvandoa b 

DWOVQa 


Second, dnsbabb tecandvas (Bta tha charhabb cantilbadont dadnedon) 
■wn thn for lUoMindi fey oooiioiirfst Hstln MUfaMio ind otibon 

at Harvard UWvardty bricam tha beroasa h eomribadonscansed by tha charitabb 
dadnedon b grtatar than tha tax ravomM that b bat. kasad on data from the 
Intanal Ravatma Sarvka, for ovary dollar of tax rsvanna btt bacansa of tha 
charhabb dodnetba, charitabb or g a nh a rio m recaivod ba tw aan $1.15 and $1.29 
b adJd o nd co agl batb m . So bstead of monay gotag m Washfagton and woridng 
ks way back tboogh the fadaral bareancragr, the diathabb contilbation caoses 
avon mon monay to stay b a locality and diraedy banafk the ddxans than. 

Hdrd, not only dom the tharit^b contrl b adon dadn ed on imp n wa r bra l ldas 
and charhabb organbadons, h abo ampoanr s the brivldnal c on trib n to r as araO. 
Whan a taxpayers makm a contrlbatba, he or aba gats to choose whan hb or har 
monay will go and how nmeh to give. Tha bdbldaal gats to dedda what paMIc 
porposas to sopport, b st aad of hb or her monay gobg to taxes and babg 
d ho lh nt ad for aB sorts of progr a ms. Thm, tha charhahb dad ned on b one of the 
aastast ways to staapUy the tax system for tha avanga d l iaa n and got hfan or bar 
mon tavobod ta poBqr making. AdddonaDy, donors also vohrataar, to thair 
efforts an oompoanded. 


Foorth, the charhabb dadn e do n has provan to be an effaedva mechanism 
that b vary thnpb to admbbtar. It lai p d im Dttb govornmant manpower other 
than what b nmdad ta aiiy case for hicoma tax coDaeden and varMca d on. It does 
not pose tha kbd of cons dt ndonal p r obl e ms that othar systams such as federal 
matddng grants or ciadk systems may encoontar, patdcnlaily whan reOgbas 
organhariom an concerned. Evan nnder a new tax qrstain, a charhabb dadnedon 
or shnHar mechanism should be easy to hnplrmmt and oversee bacansa h b largely 
hmlatad from govarn m ant anyway. Agab, matching giants and credits an mon 
suscepdbb to political manipnlatba beaatc they can be scan to tnvolvc 
government fnnds. 

Govetiuncnt sands strong signab to the public udien k makes chokas abont 
what it funds, what dadnedom k enacts, and what exemptbm k keeps. When 
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Congress enacted the charitable tax dedncdon in 1 91 7, it was expresdng the beiief 
that private philanthropy was an important vaine, and that individaals shoidd not 
be taxed fnDy on that portion of their Income wMcfa is donated to charhy bccanse 
that monqr win be used for the pobOc good, not for someone's personal advantage. 
Although the focus of this hearing is the effect of elfaninatlng the income tax 
system, the point remains: the deduction encourages people to help others, not 
themselves. It sends a signal to the American people ^t philanthropy b an 
Important national tradition wUch should be enconra^ and preserved. 

As a professional fund raiser, 1 can assure you that people respoud to these 
signab. Fund tabers are In contaa vdth hundreds of potentU contributors every 
week. Without a doubt, oim of the reasons they choose to contribute b that they 
believe k b the right th^ to do. But contributors also say that the tax structure 
and kt deducdoiu play a huge role In giving, particniariy as the amounts increase. 
Just last week, 1 brotvht a group of executives together to discuss philanthropy In 
rural America. Indnded in the group was an insurance executive who recentiy 
ptaced an appreciated parcel of land he owned in a charitable remainder trust. He 
told me flat out that die charitable dedncdon to his current income made the gift 
possible. ¥nille the government may have lost some of the value of the gift k 
would have received In taxes, the ent^ asset b now In the pnbik trust and will be 
used for needs In rural Southern Indlaiia. vnthout the d^uedon, the property 
would Okely have been sold, some taxes paid and the money passed on to children. 
I want to stress that we are not inst talking about the very wealthy and their 
donations. The example I lust gave concerned a person of moderate income and 
meaiu, |nst like the majority of contributors. 

As that example imfleates, the importance of the tax structure and incentives 
to give cannot be undersuted. According to research conducted for Independent 
Sector by Prioe-Waterhousc, The Effect of Tax Incentives on the level of Individual 
Charitable Contributions, charitable contributions reported by kcmlxers would have 
dropped by approximately $20 Union in 1992 If there had been no charitable 
deduction. That report also Indicates diat contributions would have Increased by 
an addhlonal $3 bfliion had the contributions of non-itembers been deductible. 
Oeariy, the existence of the charkaUe deduction b an importam facwr in whether 
people give and how much they choose to contribute. Research by Dr. Richard 
Steinberg, Professor of Economict, PubDc Affairs, and Philanthropic Studies at 
Indiana University - Purdue Unlverrity at IndhrupoOs, further confirms thb 
assertion. Taking into account ^Offering incomes and price elasticities. Dr. 
Steinberg's study of several different tax refirm plans (none had a charitable 
deduction or other Incentive) found that giving would decroasc under each. 

The total amount of giving decreases wkhout a charitable deduction because 
a deductiem reduces the cost of giving for a taxpayer. Whbont a charitable 
deduction, a contrDNition costs a taxpayer the exact anwnnt of the gift (i.e. a one- 
doOar eoittribntion costs one dollar). When donations are deductible, the cost of 
giving b equal to $1 minus the marginal tax rate. Fundraisers refer to thb cost as 
the "tax-price" of giving - the after-tax cost of giving a dollar to a tax-exempt 
charhabie organisation. Most eotmomettic studies predict that the percentage 
decrease in charitable donations b about 1.2 times the percentage cha^ in the 
tax-price of giving. Thus, for example, under a flat tax with no charkabie 
deduction, charitable giving by taxpayers hi the 31% tax bradeet would fall by over 
37%. 


The cost of giving (tax-price) b the primaiy reason even the increased 
personal Income that may come with tax rrform wll] not lead to Inaeases in 
donadons. Common tense suggests that holding aD cite equal, charitable giving of 
money and time (voiuntcctism) wlD increase If after-tax income increases. Most 
econometric studes cuufhui thb assumption. However, the Increase In 
contributions because of thb factor b small compared to the n^ative effects of the 
increased cost of giving that woedd take place under tax reform systems with no 
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charitable da«tacdoB. The cost of gMiig Is far more compeUiiig than any increase 
doe to more after-tax disposable Inconie. Thus, the signal that the federal 
government sends to the paMk by retaining the charitable deduction (and keeping 
the cost of giving down) Is oMcai for diarMes to conthme to perform their public 
services. 


Another factor that fund raisen have to contend with are spemflng ents in 
federal funds flowing to agendet and programs of charitable concern. A study 
conducted by Lesur Salamon of Johns Hopkins University and Alan Abramson of 
The Aspw Insdtnte, ConeressloBal FY 1 99d Bndaet Resolntjon; Inmilcations for 
the Wonorofit Sector! , condndes that over the next seven years (1996 - 2002), 
the total amount of federal money going to agendes and programs of chaiiuble 
concern wfli be ent by $772.7 billion. To make up for that reduction, donations 
to the charitable sector would have to be Increased by nearly 250%, or 50 times 
more than k has increased for each of the last several years. 

Recent studies show that when the federal government cuts spending on 
charitabie programs and related agendes, donations actually increase. However, for 
every dollar cut, contribndons only increase between one and thirty cents, 
depending upon the particniar agency or grant program. According to research by 
Professor Steinbeig and Jerald Schiff (whh the Internatianal Monetary Fnrid), cuts 
in federal grartts for public assistance resulted in only a t.8 percent replacement 
rate (I.e. 1.8 cents in dotudons for every dollar cut). Cirts in grants for 
dementary and secondary education resulted in a 28.6 percent replacement, while 
reduedoBS far federal health grants resulted In a 29 percent response rate. Thus, the 
increased donations in no way ttuke itp for the losses far charitable spending. 

Further compounding the problem, a number of econometric studies have 
found that state goveinmettts tend to respond to federal cutbacks by cutting 
spending further. Instead of respondbig to federal cutbacks by Increasing their aid 
to charitable programs or agencies, most state and local governments tend to mimic 
the federal cut. Research by Lawrence Undsey (Governor of the Federal Reserve 
Board) and Professor Steinberg formd that every dollar reduction in federal grants 
cairscd an additional $1 .28 rednedon in state governmettt spendlrtg with only a 
resnltfaig $0,045 Increase In donations. The total reducthm in "chatltable 
spending* (federal or state programs dealing with charitable concerns) was $2.23 
per dollar erf federal cutback. Tbereforc, arty dotudons to chatidcs have to make 
Itp for losses at both the state and federal levels. 

Tax reform could also have an effect on volunteerism as weD. While 
Intnitively it makes sense to think that the level of vofamteerism mlgiit rise In order 
to nuke up for decreased contribudons, the opposite is actually One: Contribiitions 
of thru and monqr are complemeBtary and dedbu together. Withont the charitable 
deduction and other incentives, ncK only would donadons go down, but also the 
amount of thru that the average ddxmi volunteers his or her dme. A study by 
economists Paul Menchik and Burtem Webbrod estfanate that a one percent Increase 
in the price of a contilbriticm (i.e. what it costs the taxpayer to nuke that gift) 
wonM results far a complenientaty 1.25 percent decrease in hours volnnteered. 
Presunubly a new tax system (without a charitable deduedon) would reduce the 
tax rate and thus increase the cost of giving, leading to fewer contrfbndons and 
fewer hours voimiteered. 

But apart from the tax structure, deductions and statistics, the committee 
ne e d s to rernember what the charitable co n ti ib odon b all about: pravidfaig for the 
public good. It b perhaps imlqne among dedu ct ions because k not for persoiul or 
private gaiii, but pubBc benefit, lb hnportance was recently noted by Jack Kemp, 
the chabman of the Nadruul Ounmlsdon on Economic Growth and Tax Reform, 
who said that the controversy surronurBrig the charitable deduedon was a "siliy 
debate." He correc t ly pohtted ottt that the d e du ed on cosb the U.5. leu than oru 
pereertt of ks reventu and asked, "Can you fanaghu that we're argnittg aborrt thb?* 
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Ukc Mr. Kemp, NSFRE cannot imagine that such a hnge debate is raging over a 
deduction that Is based on haman generosity and sacrifice, and has helped so many 
people in this nation eat a healthy meal, receive dothlng and shelter, get basic 
medical care, and receive a college education for the first time In th^ family's 
history. 


I have been privileged to work on behalf of the Indiana University Center on 
Philanthropy in several other countries interested in bniiding a stronger 
philanthropic base as a means of meeting public needs. In Mexico and Thailand, 
for example, we are working with locri leiulers to advocate for a more generous 
charitable deduction. It would be ironic for these governments to adopt the 
current U.S. poDcy on diaiitable deduedons, which they view as a model, while we 
abandon this important endorsement of philanthropy. 

I do not believe that this choice it what the American public wants. 
American ddxens have said time and time again that there Is a imiqne place for 
charities, and that th^ do deserve certain exemptions because of the work they do. 
A recent poll by the American Institute of Certified Public Accountants indicates 
that Americans favor keeping the charitable deduction by a three-to-one margin. 
In fact, this Congress recently asserted the unique position of charities when It 
unanlrtioasly passed eharhable gift annuity legislation. A plaintiff In Texas argued 
that dtaridet gift atmnities should be treated like regular commercial aimuMes, but 
this Congress refuted that argument. Every member of this committee vot^ in 
favor of keeping the exemption for charities because you know that charitable 
atmnities are not for personal gain, but to encourage donors to contribute assets 
to Che public good. 

Mr. Chairman, you have nude it dear that you would Uke to "tear the 
income tax system out by Its roots and throw It by the side." Your committee has 
made great strMet so far, and if you can create a system that is simple, equitable, 
and most importantly, fair, we uriD applaud you. NSFItE is willing to work with 
yon and your staff to achieve that To be fair, however, the new system 
should encourage charitable contributions as an important meaiu of providing for 
the public good. We have iw irrterest in defendbig the status quo if major refomu 
are necessary. We beDeve that a tax system can be oeated that keeps incentives 
for charitable giving while vastly bnprm^ the turretet system. For example, while 
NSFRE does not agree with all aspects of the proposal, a progressive consumption 
tax - such as the one introdnoed by Senators Sam Nmm (IMiA) and Pete Domenid 
(R-NM) ~ might inoeasc contributions. 

When we talk about tax reform and tax poDcy, we are talking about 
Important choices •• choices that win have ramHIcatioiu for eveiy person in 
America. For many years, Americuis have chosen to support phflanthropy and 
make it part of their everyday Dves, partly because of their own altiuistic impulses 
and partly doe to encouragement (both dbectly and Indirectly) from the 
government. Every indication shows tbt the pubOc win conthme to do to. 

Research shows that tax incentives heavfly impact the site of charitable gifts. 
Donors tell ns repeatedly that the national importance placed on phflanthropy by 
the charitable deduction sends a strong signal to them when they choose to give. 
It is the responsibilhy of Congress to respond to those chokes and ensure that the 
government contimes to encourage giviiw. Our sodety, our values, our nadoiul 
character, and our Indlvldnal moral obligadons denund no less. 
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Chairman Archer. Thank you, Mr. Tempel. 

Mr. Swords, if you will identify yourself, you may proceed. 

STATEMENT OF PETER SWORDS, PRESIDENT, NONPROFIT 
COORDINATING COMMITTEE OF NEW YORK 

Mr. Swords. My name is Peter Swords and I am the executive 
director of the Nonprofit Coordinating Committee of New York 
City, which is an umbrella group of some 700 nonprofits of all var- 
ious types. I am also a constituent of Representative Rangel and 
I want him to be assured that his absence will not affect my vote. 

I am not here to talk about tax reform. I am here to preach about 
the importance of the charitable exemption. I want to do that by 
focusing on the flat tax to make my point. 

If you have a flat tax, all deductions will not be eliminated. 
There will, for example, have to be deductions in order to get from 
gross to net income. Business expenses are not in the tax base to 
begin with. Business expense deductions will be necessary to define 
the tax base of any flat tax. 

So, likewise, we believe that money and wealth given over for- 
ever for the good of the whole community, dollars that will not be 
used for any individual benefit, should also not be in the tax base 
to begin with. We tax dollars and wealth that we would otherwise 
use for ourselves and not dollars which will help others. 

Thomas Hobbes a long time ago said, “We tax only what we take 
out of the pot, not what we put into the pot.” If you have a flat 
tax, you will need an exemption for charitable dollars so that you 
will only tax what we take out of the pot and we will not penalize 
the kind of generosity that you were talking about earlier, which 
is what, in effect, eliminating the charitable deduction would do. 

It should be noted that the approach that I have been arguing 
for powerfully confirms one of the principal glories of America’s 
nonprofit sector, mainly its pluralism. Our view of what qualifies 
for charitable exemption places more emphasis on the fact that no 
one is personally benefiting from these charitable nonprofits than 
on an evaluation of the nature of the goods they are providing. 

Thus, it is up to the founders of nonprofit organizations to decide 
what is in the public interest rather than leaving the decision to 
government. Letting the government decide what is in the public 
interest would be appropriate if the exemption is seen as a way of 
encoura^ng efforts that the government approves of. The trouble 
with this latter view is that government may change its mind. 
Today, it favors the right to bear arms; tomorrow, it does not. 
Today, it favors affirmative action and encouragement of the arts; 
tomorrow, it does not. 

On the other hand, if the exemption is seen as a tax base provi- 
sion, as just mentioned, it is up to the initiators and supporters of 
the individual nonprofits to decide what is in the public’s interest. 
American history has shown time and time again that nonprofits 
have identified emerging social problems long before government or 
political parties have. 

Furthermore, it is commonplace wisdom that nonprofits are able 
to respond to problems with more flexibility and creativity than the 
government can. Finally, and related to the pluralism point, it is 
likely that many more Americans now volunteer to work for non- 
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profits than would be the case if the sector was defined solely by 
government policy and party politics. 

One can believe in the worth of government while simultaneously 
seeing the great value to our polity of having a nonprofit sector op- 
erating independently and parallel to the government in identifying 
and providing public goods and services. Who can doubt that such 
a system offers us a wider range of public benefits, a richer palette 
of public goods than would be the case if defining the public good 
was left exclusively to the government? 

But note, if we do away with the charitable tax exemption and 
tax nonprofits, logic inevitably dictates that the nonprofit sector 
will wither and the provision of public goods will more and more 
be left exclusively in the hands of the government. America will 
then have given up one of its most significant contributions to civ- 
ilization. 

Thank you. 

[The prepared statement and attachment follow:] 
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Testimony of Peter Swords, President, Nonprofit Coordinating Committee of 

New York 

Hearing on the Impact on State and Local Governments and Tax-Exempt 
Entities of Replacing the Federal Income Tax 

Committee on Ways and Means, U.S. House of Representatit es 


My name is Peter Swords. I am the President of the Nonprofit Coordinating 
Committee of New York, usually referred to as NPCC. NPCC, a coalition of 
nearly 700 New York City 501(c)(3) nonprofit organizations, works to advance the 
nonprofit sector. We were formed in 1983 in the crucible of an attempt to narrow 
the charitable property tax exemption in the city, so 1 feel quite at home today. 


We have no position on the desirability or not of a flat tax or other possible 
alternative systems. Our position is that if an alternative system be adopted the 
exemption for 501(c)(3)-type organizations should be retained whether the current 
Federal income tax system be replaced with either a flat tax, a national sales tax or 
a value added tax. 501 (c)(3 )-type nonprofits are those nonprofits formed exclusively 
to advance the public's interest and will henceforth be referred to as charitable 
nonprofits. (We assume that in any income tax or income tax with an unlimited 
savings deduction, the charitable exemption for 501(c)(3)-type organizations would 
continue.) 


It is our view that, while the legislative history is thin, from the beginning of the 
country's history charitable nonprofits were never intended to be included in the tax 
base - any tax base, whether the early 19th century corporation tax base, the 
various local property tax bases, local sales tax bases or the Federal income tax 
base. This is for a very simple reason. We, the people of the United States, never 
meant to tax money or wealth that would only be used for the good of the whole 
community. In order to fmance the collective goods govenunent provides, we tax 
money that would otherwise be used to advance piersonal, individual interests, 
whether through consumption or perhaps savings (consumption in the future) and 
not, to repeat, money that would be used only for the whole society. Since most 
nonprofits could not pass any tax on to the people they serve, and, since they have 
no owners whose distribution of profits could be reached to pay the tax, any tax 
inevitably works to reduce the level of goods and services nonprofits provide. In 
sum, taxes should reduce personal consumption and not the level of goods and 
services provided by charitable nonprofits. 


At this point I would like to point out that the justification and need for the 
charitable tax exemption applies as much to the charitable contribution deduction 
as it does to the exemption per se. Money given to a charity by an individual is 
lot going to be used for any individual, private purposes and if taxed (which is 
what an elimination of the charitable contribution deduction would ultimately 
sntail), would simply mean that that much less money would be available for the 
:harity with a consequent reduction in the provision of charitable services. For 
dentical reasons the estate and gift tax deduction should be maintained in any 
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change. 


We then would argue that if the shift is to some sort of flat tax, charitable 
nonprofits ought to be exempted as a way of defining the tax's base. Such a tax 
should be on income that would otherwise be used for ourselves. We must exempt 
nonprofits because we do not mean to reduce the amount of public sen’ices they 
provide so as to finance government. Similar arguments apply to any kind of 
national sales tax or value added tax. They should be meant to bear on individual 
consumption, not on the provision of public benefits. While there might be mild 
administrative problems in figuring out how to rebate a value added tax, the 
English and Europeans have seemed to figure out a way to do it, as anyone who 
has recently traveled abroad and made significant purchases may have Wnd out. 


It will be asked whether providing for the charitable exemption under any of the 
proposed systems will be revenue neutral. In this connection, it may be pointed out 
that some assert that the charitable contribution deduction costs the Federal 
government S20 billion. But we believe that this is the wrong question and the 
point is pointless. If we never intended to have money contributed to charity in the 
tax base to begin with, it doesn't make sense to talk about lost revenues. The 
charitable tax exemption provisions are unlike provisions put into the code to 
stimulate investment, or encourage business or home ownership. These provisions 
are included for non-tax reasons and it makes good sense to say that they are a 
carve-out from the tax base and represent lost revenues. 

But this is not the case with the charitable exemptions. We don't choose to tax 
everything. For example, if we wanted to we could impute the value of the efforts 
that individuals make when they volunteer for charities and tax the individuals on 
the imputed value. But nearly everyone would think that this is an illogical idea. 
And it is illogical because we certainly have never meant volunteer charitable 
efforts to be in the tax base. When you think about it for a moment you will see 
a close analogy between volunteer chtiritabie efforts tind the contribution of money 
to charities. 

It should be noted that the approach to the charitable exemption I have been 
arguing for powerfully confirms one of the principal glories of America's nonprofit 
sector, namely its pluralism. Our view of what qualifies for the charitable 
exemption places more emphasis on the fact that no one is personally benefitting 
from these charitable nonprofits than on an evaluation of the nature of the goods 
they are providing. Thus, it is up to the founders of these organizations to decide 
what is in the public's interest rather than leaving the decision to the government. 
Letting the government define what is in the public's interest would be appropriate 
if the exemption is seen as a way of encouraging efforts that the government 
approves of. 

The trouble with this latter view is that the government may change its mind. 
Today it favors the right to bear arms; tomorrow it doesn't. Today it favors 
affirmative action and encouragement of the arts; tomorrow it doesn't. On the other 
hand, if the exemption is seen as a tax base provision, as just mentioned, it is up 
to the initiators and supporters of the individual nonprofits to decide what is in the 
public's interest. American history has shown time and time again that nonprofrts 



340 


have identified emerging social problems long before government or political 
parties have. Furthermore, it is commonplace wisdom that nonprofits are able to 
respond to problems with more flexibility and creativity than the government can. 
Finally, and related to the pluralism point, it is likely that many more Americans 
now volunteer to work for nonprofits than would be the case if the sector was 
defined solely by government poHcy and party politics. 

One can believe in the worth of government while simultaneously seeing the great 
value to our polity of having a nonprofit sector operating independently and parallel 
to the government in identifying and providing public goods and services. Who 
can doubt that such a system offers us a wider range of public benefits, a richer 
palette of public goods, than would be the case if defining the public good was lefi 
exclusively to the government? But note, if we do away with the charitable tax 
exemption and tax nonprofits, logic inevitably dictates that the nonprofit sector will 
wither and the provision of public goods will more and more be left exclusively in 
the htmds of the government. America will then have given up on one of its most 
significant contributions to civilization. 
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NONPROFIT COORDINATING COMMITTEE OF NTM' YORK 
Member List 


100% Vote/Human Serve Fund 

14th St-Union Square Local Development Corporation 

42nd Street Development Corporation 

AIDS & Adolescents Network of New York 

Actor's Fund of America 

Add Joy to Learning 

Adolph & Esther Gottlieb Foundation 

Advertising for Survival 

Ageless Foundation 

Alliance for the Arts 

Alliance of Resident Theatres/New York 

Alonzo Daughtry Family Life Services 

Alpha Omega 1-7 Theatrical Dance Co 

Alternatives to Violence Project/Metro New York Inc 

Altman Foundation 

Amateur Chamber Music Players Inc 

American Academy of Psychoanalysis 

American Bible Society 

American Bureau for Medical Advancement in China 

American Center for the Alexander Technique 

American Civil Liberties Union 

American Ditchley Foundation 

American Friends of Neve ShalonV Wahat al Salam 

American Institute of Graphic Artists 

American Montessori Society 

American Red Cross in Greater NY 

American Society of Botanical Artists inc 

American Slock Exchange 

Americas Society 

Amethyst House 

Andrew Glover Youth Program Inc 
Andy Warhol Foundation for the Visual Arts 
Aquarian Center for Initiation 
Arab Television of America Inc 
Arts Connection Inc 

Asian & Pacific Islander Coalition on HIV and AIDS 
Asian American Communications Inc 
Asian American Federation of New York 
Asian-American Coalition for Children And Families 
Association for Neighborhood & Housing Development 
Association of PVO Financial Managers 
Atlantic Foundation of New York 
BHRAGS Inc 
Barnard College 

Bay Ridge Parks & Waterfront Council 
Beacon of Hope House 
Beekman Family Association 
Bermuda Artworks Foundation 
Bemhill Fund 

Better Business Bureau Education and Research Foundation 

Big Apple Greeter Program 

Black Veterans for Social Justice Inc 

Blanton-Peale Metro Counseling Center 

Body Positive of New York 

Boehm Foundation 

Bond Street Theatre 

Bridge Fund 
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Bridgeport Communit>’ Health Center Inc 
Bristol-Myers Squibb Fund 
Bronx Educational Services 
Bronx Health Plan 

Brooklyn Bureau of Community Service 
Brooklyn Center for Independence of the Disabled 
Brooklyn Center for the Urban Environment 
Brooklyn Chamber of Commerce 
Brooklyn In-Touch Information Center 
Brooklyn Psychiatric Centers Inc 

Brooklyn Society for the Prevention of Cruelty to Children 

Brooklyn Waterfront Artists Coalition 

Bushwick Community Service Society 

Byram Hills Education Foundation 

CASA Court Appointed Special Advocate 

Cable Positive Inc 

Cambridge University Press 

Cancer Care Inc 

Care for the Homeless 

Caribbean Women's Health Association Inc 

Carnegie Corporation of New York 

Carnegie Council on Ethics and International Affairs 

Catholic Big Brothers of New York 

Catholic Charities Archdiocese of New York 

Catholic Charities Diocese of Brooklyn 

Cause Effective-Nonprofit Resource Development Center 

Cdr Wm S Stuhr Scholarship Fund 

Center for Anti-Violence Education/Brooklyn Women's Martial Arts 

Center for Environmental Technology Cooperation Inc 

Center for Family Life 

Center for Law and Human Values 

Center for Medical Consumers 

Center for Reproductive Law & Policy 

Center for Strategic Communications 

Center for the Study of Philanthropy 

Center for the Study of Social Administration 

Center on Social Welfare Policy 

Central Park Historical Society 

Charles H Revson Foundation 

Charles M Cappellino Foundation Inc 

Children Internationally Abducted New York City Inc 

Children with Attention Deficit Disorder 

Children's Aid Society 

Children's Express Foundation Inc 

Children's Television Workshop 

Chinese Development Council 

Chinese-American Planning Council Inc 

Church Avenue Merchants Block Association Inc 

Circuit Theatre Inc 

Citizen's Advice Bureau 

Citizen's Committee for Children of New York 

Citizens Committee for New York City 

Citizens Housing and Planning Council of New Yoik 

Citizens Resource Center 

City Club of New York 

City Innovation 

City Limits Community Information Service 

City Project 

City Volunteer Corps 

Citymeals on WTieels 

Ci vitas Citizens 
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Cluster Inc 

Co-op Cit>- Nutrition Program 

Co-operation Ireland Inc 

Coalition for the Homeless 

Coalition of Voluntary Mental Health Agencies 

Columbia University 

Columbia University-Office of Public Affairs 

Committee for Humanitarian Assistance to IranianRefiigees 

Common Cents New York Inc 

Commonwealth Fund 

Communication for Change 

Community Access 

Community Bankers Association of New York State 
Community Lesbian and Gay Rights Institute (CLGRI) 

Community Projects & Programs 
Community Resource Exchange 
Community Service Society of New York 
Community Training & Resource Center Inc 
Composers Collaborative Inc 
Concourse House 

Consciousness Research & Training Project Inc 
Contact Center Network 

Cooper Union for the Advancement of Science and Art 

Council of Literary Magazines and Presses 

Council of Senior Centers and Services of NYC Inc 

Council on Accreditation of Services for Families & Children 

Council on Foreign Relations 

Counseling-Learning Institutes 

Create Inc 

Creative Development Services 
Crescentera 

Cure for Lymphoma Foundation 

DJJ Fund Inc 

DOROT 

DW Senior Services Inc 
David G Salten Foundation 
Day Care Council of New York 
Deer Hill Conference Center 

District 4 New York State Volunteer Ambulance and Rescue Association 
Doing Art Together Inc 

Domestic & Foreign Missionary Society of the Protestant Episcopal 
Church 

Drug Policy Foundation 

East Bronx Council on Aging 

East Harlem Tutorial Program 

East Side Community Group for Senior Services 

Educational Equity Concepts 

Educational Priorities Panel 

Educators for Social Responsibility Metro 

Edward W Hazen Foundation 

End Stage Renal Disease Network of New York Inc 

Environmental Action Coalition 

Environmental Defense Fund 

Epilepsy Society of NYC 

Episcopal Church Center 

Episcopal Mission Society 

Eugene Zitwer Foundation 

Eulenspiegel Society 

Evergreen Association Inc 

Exploring the Metropolis 

FITA 
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Families First 
Family Center 

Fan Fox & Leslie R Samuels Foundation 

Federation Employment & Guidance Service 

Federation of ftotestant Welfare Agencies 

Fifth Avenue Committee Inc 

Fifth Avenue Community Center of Harlem 

Financial Women’s Association of New York Educational Fund 

First Chinese Presbyterian Church Community Affairs 

Flushing Jewish Center 

Flute Force Inc 

Food First Inc 

Food For Survival Food Bank 
Ford Foundation 
Fordham Bedford Housing 
Forest Hills Community House 
Forestdale Inc 

Fort George Community Enrichment Center 

Fort Washington Houses Services for the Elderly 

Foundation for Cultural Review 

Fourth Universalis! Society 

Fresh Air Fund 

Fresh Youth Initiatives 

Friends & Relatives of Institutional Aged (FRIA) 

Friends of Island Academy 

Friends of the Institute of Noetic Sciences Inc 

Fund for Aging Services 

Fund for Modem Courts 

Fund for the City of New York 

Funders Concerned About AIDS 

GNYRSO INC 

Gay Men Of African Descent 

Gay Men's Health Crisis 

General Board of Global Ministries-The UnitedMethodist Church 

General Theological Seminary College 

Gestalt Center for Psychotherapy & Training 

Gilda's Club 

Gillen Brewer School 

Global Education initiatives Inc 

Global Information Network 

Global Kids 

Goddard-Riverside Community Center 

Golden Family Foundation 

Good Shepherd Services 

Greater Sheepshead Bay Development Corp 

Greenwall Foundation 

HERO Inc 

HIPPY USA 

Hai-Lan Chinese American Cultural Society Inc 

Handicapped Adults Association 

Happiness is Camping Inc 

Harlem Restoration Project Inc 

Harold & Isabel Feld Foundation 

Hatch-Billops Collection Inc 

Health & Help Corp 

Healthcare Chaplaincy 

Hearts & Voices Inc 

Henry Street Settlement 

Hermanidad Hispana Nacional 

Hispanic Organization of Latin Actors (HOLA) 

Holiday Dinner Group 
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Holy Apostles Soup Kitchen 

Holy Cross High School 

Honor Emergency Fund NYC Fire Department 

House of Emmaus 

Hudson Guild 

Hundred Year Association of New York 
Huntington Free Library 
Huntington Township Art League Inc 
lOLA Fund 
Illusion Productions 

IncoUaboration Inc/Readers Theatre Workshop 
Incube Inc 

Indian American Kerala Cultural and Civic Center 

Information for Families Inc 

Innovative Community Enterprises 

Institute for Asian Studies 

Institute for Urban Family Health 

Institute of Imemational Education 

Institute of Public Administration 

Institutes of Religion and Health 

Interchurch Center 

Interculture 

Interlingua Institute 

International Committee for Haitian Industrial Training 

International Student Hospice 

International Women’s Health Coalition 

Internet Nonprofit Center 

Inwood House 

Israel Matz Foundation 

Italian Center of New York City 

Ittleson Foundation Inc 

JM Kaplan Fund 

JMR Barker Foundation 

JR Hansborough Jr Recreation Center Conservancy 
Jamaica Service Program for Older Adults 
James Lenox House Association 
Jane Addams Peace Association Inc 
Japan Society 

Jewish Association for Services to the Aged 
Jewish Board of Family and Children Services 
Jewish Community Centers Association of NA 
Jewish Community Council of the Rockaway Peninsula 
Jewish Community Relations Council of New York Inc 
Joyce Mertz-Gilmore Foundation 
Junior League of the City of New York 
Kingsbridge-Riverdale-Van Cortlandt Development Cotp 
Kosciuszko Foundation 
LIFE Inc 

La Mama Experimental Theatre Club Inc 
Laban/Barteniff Instimte for Movement Studies 
Landmark Players 
Landmark West! 

Latin American Development Foundation Inc 

Lawyers Alliance for New York 

League of Women Voters of the City of New Yoric 

Leake and Watts Children's Home 

Leap Inc 

Learning Disabilities Association of NYC 
Learning Matters Inc 
Legal Outreach Inc 
Leopold Schepp Foundation 
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Lesbian & Gay Community Services Center 

Lincoln Center for the Performing Arts 

Literacy Volunteers of New York City 

Little Sun People 

Living Waters Fellowship Inc 

Liz Claiborne & Art Ortenberg Foundation 

Longwood Historic District Community Association 

Love People 

MBD Community Housing Corp 
Malankara Catholic Mission of North America Inc 
Manhattan Borough Development Corporation Inc 
Manhattan Boroughwide Interagency Council on Aging 
Manhattan Comprehensive HDFC 
Manhattan Institute for Psychoanalysis 
Manhattan Neighborhood Network 
Map of Africa 

Marine Environmental Research Institute 

Manin House/Thames River Community Service 

Mary Cassatt Foundation 

Maspeth Town Hall 

Maternity Center Association 

Medica Foundation 

Medical & Health Research Association of New York 

Medicare Beneficiaries Defense Fund 

Melodious Accord 

Met Council on Housing 

Methodist Federation for Social Action 

Metro International Program Services 

Metropolitan Historic Structure Association 

Metropolitan Museum of Art 

Metropolitan New York Coordinating Council on JewishPoverty 

Midwood Development Corporation 

Mood Disorders Support Group Inc MDSG/NY 

Momingside Area Alliance 

Momingside Retirement and Health Services Inc 

Motherless Daughters Inc 

Mothers' Voices 

Mount Hope Housing Company Inc 

Mount Morris Park Community Improvement Association 

Municipal Art Society 

Museum of Jewish Heritage 

Museum of Modem Art 

NAACP Mid-Manhattan Branch Community Services Inc 
Nate B & Frances Spingold Foundation 
Nathan Cummir^s Foundation 

National Artists for Mental Health ■ . 

National Association for Female Executives Women's Foundation 

National Association of Social Workers NYC Chapter 

National Collegiate Association for die Research of Principles 

National Committee for Public Education & Religious Liberty 

National Council for Research on Women 

National Council of Negro Women of Greater New York 

National Council on Women's Health 

National Executive Service Corps 

National Helpers Network Inc 

National Institute for the Psychotherapies 

National League for Nursing 

National Multiple Sclerosis Society NYC Chapter 

National Society of Fundraising Executives 

Natural Resources Defense Council 

Neighborhood Coalition For Shelter 



347 


Neighborhood Coaltion for Shelter 

Neighborhood Housing Services of NYC 

Neighborhood Self-Help By Older Persons Project 

Neighbors Together Inc 

Network for Women's Services Inc 

New Alternatives for Children 

New Dance Group Arts Center 

New York AIDS Coalition 

New York Academy of Medicine 

New York Association for New Americans (NYANA) 

New York Business Group on Health 
New York Cares 

New York Citizens' Committee on Health Care Decisions 

New York City Audubon Society 

New York City Clean Air Campaign 

New York City Coalition for Fairness to Veterans Inc 

New York City Community of the ARE 

New York City Environmental Justice Alliance 

New York City Job & Career Center 

New York City Outward Bound Center 

New York City Partnership 

New York City Police Foundation Inc 

New York City Public Private Initiatives Inc 

New York City School Volunteer Program 

New York City Voluntary Action Center 

New York Coalition of Professional Women in the Arts* Media Inc 

New York Community Trust 

New York Conservation Education Fund 

New York Foundation 

New York Foundation for the Arts Inc 

New York Immigration Coalition 

New York Institute for Human Development 

New York International American Youth Hostel 

New York Landmarks Conservancy 

New York Lawyers for the Public Interest 

New York Public Library 

New York Quarterly Meeting of the Religious Society ofFriends 

New York Rainforest Alliance 

New York Regional Association of Graiitmakers 

New York Society of Association Executives 

New York State Association for Solid WasteManagement 

New York State Coalition for Choice 

New York Theatre Workshop 

New York Therapeutic Riding Center 

New York University Robert Wagner Graduate School oCPublic Service 
New York Women's Agenda 
New York Women's Foundation 
New York Youth at Risk Inc 

New Yorkers Against Gun Violence Education Fund Inc 
Nonprofit Facilities Fund 

Nonprofit Management P r ogram New School for SocialReseaich 
Noreen T Holland Breast CaiKer Foundation 
Northern Westchester Shelter 

Object Relations Institute for Psychotherapy and Psychoanalysis 

Odyssey House 

Open Housing Center 

Opera Amadeo 

Opportunity Resources Inc 

(Mgartti USA 

Orton Dyslexia Society NY Branch 
Ossining Food Pantry 
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Other Theatre Inc do Artservices 

Parents League of New \ ork 

Park Slope Neighborhood Family Center 

Parodneck Foundation for Self-Help Housing & Community Development 

Partnership for Responsible Drug Information Inc 

Paterson Orphan Asylum Association 

Pathways to Freedom Inc 

Paul Rapoport Foundation 

People Against Sexual Abuse 

Performing Arts Resources 

Phoenix House Foundation Inc 

Piatigorsky Foundation 

Pinkerton Foundation 

Planned Community Living Inc 

Planned Parenthood of New York City 

Plays for Living 

Population Council 

Practising Law Institute 

Prep for Prep 

Primary Care Development Corporation 
Program Development Services Inc 
Program in Arts Administration 
Project Renewal 

Project for Psychiatric Outreach to the Homeless 

Prospect Park Alliance 

Psychoanalytic Quarterly 

Psychonephrology Foundation 

Public Affairs Information Service 

Queens Botanical Gardens 

Queens Child Guidance Center 

Queens Women's Network 

Queensboro Council for Social Welfare Inc 

Radd Racers Against Drunk Driving Inc 

Ramapo Anchorage Camp 

Red Hook Arts 

Regional EMS Council of New York City Inc 
Rehabilitation Through Photography Inc 
Rhombus/Amos Eno Gallery 
Riverside Language Program Inc 
Rockefeller University 
Russell Sage Foundation 

Russian Ethnic Bilingual Educational & Cultural Association 

Russian Musical Arts Society of America Inc 

SHARE 

STRIDE 

Sabater Foundation 

Salvodori Education Center on the Built Environment 

Samuel H Kress Foundation 

School News Nationwide 

Shelter and Food for the Homeless Inc 

Shoreliont Mental Health Board 

Shorewalkers 

Sidewalks of New York Productions Inc 
Sivananda Yoga Vedanta Center 
Smith College Club of New York 
South Bronx Overall Economic Development 
St John's Bread & Life Program Inc 
Staten Island AIDS Task Force 
Staten Island Chamber Music Players Inc 
Statue of Libeity-EIIis Island Foundation 
Stella and Charles Guttman Foundation 
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Subud New York 
Suited for Success 
Sunnyside Home Care Project 
Support Center of New York 

Support for People with Otal and Head and Neck Cancer 

Support for Training &. Educational Services 

Symphony Space 

Taconic Foundation Inc 

Teaching Matters Inc 

Team New York Aquatics 

The ASCAP Found^on Inc 

The Aaron Diamond Foundation 

The Africa Fund 

The American Guild of Organists 
The Andrew W Mellon Foundation 
The Asia Society 

The Association of the Bar of the City of New YorkFund Inc 

The Astraea Foundation 

The Catalog for Giving 

The Correctional Association of New York 

The Crystal Quilt Inc 

The Epidavros Project Inc 

The Foundation Center 

The Interactive Aging Network 

The Markle Foun^tion 

The Osborne Association 

The Pannership for the Homeless 

The Polish Institute of Arts and Sciences 

The Ranger Corps 

Theatre for a New Audience 

Theatreworks/USA 

Third Millennium 

Times Square Business Improvement District 
Tinker Foundation Inc 
Toshiba America Foundation 
Toussaint Institute Fund Inc 

Town Hall Civic Association of Springfield Gardens Inc 
Township Community on New Life 
Trafica Press Inc 

Training Institute of the National Psychological Association 

Transactional Analysis Awareness Center 

Triangle Arts Association/Triangle Artists' Workshop 

Trisha Brown Company Inc 

Trust for Mutual Understanding 

UJA/Federation of Jewish Philanthropies 

Ukrainian Institute of America . . 

Union of American Hebrew Congregations 

United Hospital Fund 

United Neighborhood Houses of New York 

United Neighborhood of East Midtown 

United States Servas 

United Way of New York City 

Unity Fellowship Church in Christ NYC 

Universal Temple of the Arts 

University Physician Associates of New Jersey 

University of Cape Town Fimd Inc 

Urban Assembly 

Urban Policy Designs 

Uris Brothers Foundation 

VZV Research Foundation Inc 

Valley Restoration Local Development Corp 
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Van Cortlandt Jewish Center 
Vera Institute of Justice 
Veritas Therapeutic Community Inc 
Vincent Astor Foundation 
Vivaldi Travelling Circus 
Volunteer Consulting Group 
Volunteer Lawyers for the Arts 
Volunteer Referral Center 
Volunteer Services for Children 
Volunteers of America 
Volunteers of Legal Service 
WAIF Inc 

Wagner Society of New York 

Way of Action 

Weigh Less Foundation Inc 

Well Spouse Foundation 

West 181st Street Beautification Project 

West End Intergenerational Residence 

West Side One-Stop 

Westchester Community Foundation 

Wieder Family Foundation 

Women In Need 

Women's Action Alliance 

Women's City Club of New York Inc 

Women's Housing & Economic Development Corporation 

Women's Prison Association and Home 

World Cultural Exchange Inc 

World Education Services Inc 

World Fund 

World Hunger Year 

YMCA of Greater New York 

YPIS of Staten Island Inc 

YWCA of Brooklyn 

Yorkville Common Pantry 

Young Concert Artists Inc 

Youth & Family Justice Center 

Youth Activities Committee Inc 

Youth Association of Whitestone Inc 

Youth DARES 
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Chairman Archer. Thank you, Mr. Swords. 

Mr. Rosen, if you will identify yourself for the record, you may 
proceed. 

STATEMENT OF LARRY M. ROSEN, PRESmENT, YMCA OF 

METROPOLITAN LOS ANGELES; ON BEHALF OF THE YMCA 

OF THE USA 

Mr. Rosen. Mr. Chairman, Members of the Committee, my name 
is Larry Rosen. I have the honor of being the caboose of these hear- 
ings. Thank you for welcoming the opinions 

Chairman Archer. Only for today, Mr. Rosen. 

Mr. Rosen. Thank you. I am the president of the YMCA of Met- 
ropolitan Los Angeles, which is a community-based nonprofit chari- 
table organization of 250,000 members, 25,000 volunteers in the 
greater Los Angeles area. About 130,000 of those members are chil- 
dren. 

The Los Angeles YMCA operates 24 major full facilities plus 140 
program centers throughout the Los Angeles area. Eight of these 
full facilities and 42 of these program centers are in the inner city 
of Los Angeles, involving more than 84,000 residents of those 
areas. They are the only facilities that were completely untouched 
during the civil disturbance in Los Angeles in 1992 because they 
are owned by the members of that community. All of these were 
built and supported by charitable contributions. 

I am testifying today on behalf of the YMCA of the USA and the 
more than 2,000 local YMCAs nationwide, all of which could tell 
similar stories. As the Committee considers the possibility of struc- 
tural alternatives to the existing Federal income tax, I commend 
you for taking this opportunity to focus on the implications of tax 
restructuring for America’s charities. These implications are pro- 
found and merit careful consideration. 

In considering the impact of Federal tax policy on America’s 
charities, it is important first of all to consider the importance of 
charities for America. America is blessed with a charitable sector 
of incomparable breadth, strength, and diversity. Virtually all of us 
can think of charitable organizations that have profoundly touched 
our lives. It is not by accident that the Nation which has done the 
most through its tax laws to support the generous impulses of its 
citizens also enjoys such a large, vibrant, and effective nonprofit 
sector. 

For millions of Americams, one of those organizations has been 
the YMCA. Our mission at the YMCA can be summed up in just 
nine words. We build strong kids, strong families, and strong com- 
munities. We accomplish that mission through a far broader range 
of programs than most people realize — child care, health and fit- 
ness, youth sports, camping, teen programs, and many more. Last 
year, YMCAs in this Nation served over 14 million Americans. 

The YMCA’s mission has never been more important, and the 
same can be said for America’s charities as a whole. America’s rich 
web of nonprofit charities are an invaluable national resource that 
help shape our character, enlighten our minds, knit together our 
communities, and sustain our democratic process. 

In fact, at a time when government is being challenged in many 
ways to do less or is unable to do more, the nonprofit sector is 
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being asked to do more about pressing social, educational, and cul- 
tural concerns. 

At this time, the most appropriate reform of our Tax Codes 
might be to seek ways to increase citizen participation in charitable 
concerns. The status quo will not be good enough as government 
continues to step back. 

In the past 15 years, my experience has been that the YMCA has 
been invited with increasing frequency to come to the table as a 
partner with school districts, municipalities, county agencies, all 
seeking to serve with diminishing resources and to invite the non- 
profit sector in partnership, an unpaid partner. The YMCA’s ability 
to fulfill this impulse to be a partner in this regard depends very 
heavily on its ability to raise additional dollars. 

Turning now to the tax policy issues at hand, let me say first of 
all that America’s charities are not creatures of Federal tax law. 
America had a strong tradition of private initiative for the public 
good long before we had a Federal income tax, indeed, long before 
we had a Federal Government. On the other hand, from the begin- 
ning of this century, Federal tax policy has provided strong support 
for charities. These supportive tax policies have surely had much 
to do with the continued growth and dynamism of the charitable 
sector. 

Our own board, 75 of the wealthiest, most influential citizens in 
Los Angeles, was in retreat with us over the weekend. I told them 
I was coming here and I asked them if any of them had been influ- 
enced in any way by the Tax Code to make more or larger contribu- 
tions to their community. When the laughter died, they asked if 
anyone was seriously questioning the significant influence of the 
charitable deduction and the level of charitable giving. They said 
that, of course, they had been influenced mightily to give more and 
more often because the Tax Codes favored their participation. 

I have had conversations like this for 26 years with individuals 
about their charitable activities, involving the raising of tens of 
millions of dollars. The story is always the same. 

One gentleman, who was the beneficiary of a leveraged buyout 
that left him holding $5 million in appreciated securities, gave $1.5 
million of that $5 million gain to charity. I asked him, what would 
have happened had the laws been different or had there been no 
incentive in the Tax Codes for his participation? He said he be- 
lieves in charity — having been raised in Germany, having been in 
a society where no encouragement was given for such things — that 
even without a charitable deduction he would have given some- 
thing, perhaps $200,000 but nothing close to the $5 million he ac- 
tually contributed. 

Four aspects of the current law are particularly important: First, 
a clearly defined category of tax-exempt charities; second, a broad 
concept of charity defined in terms of benefit to the community as 
a whole rather than in narrowly defined terms of relief of poverty; 
third, strong tax incentives for charitable giving; and finely, tax 
exemption for income earned from activities directly related to an 
organization’s charitable purposes. These four key elements of cur- 
rent law provide clear benchmarks for evaluating the implications 
for charities of proposed replacements for the Federal income tax. 
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To appreciate how important it is to sustain these Federal tax 
supports for charities, just come to the Los Angeles YMCA. Talk 
to any of the 1,000 kids who benefit from scholarships every year 
to go to summer camp, the thousands of seniors who are involved 
because we are able to say we will turn no one away for lack of 
funds, the thousands of single parents who have their children in 
subsidized child care, the children playing in inner city soccer 
teams, the runaway youth and homeless families who have transi- 
tional housing at our Hollywood YMCA, or any of the hundreds of 
at-risk teens who we serve. 

In the past 6 years, we have been able to raise $81 million, $12 
million in the last year alone. Without this support, none of these 
programs would have been possible. 

America needs its charities now as never before. This is precisely 
the wrong time to weaken the Federal tax policy supports for chari- 
table giving. We hope they will be increased. 

Thank you for your time and attention. 

[The prepared statement follows:] 
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My name is Larr^' M. Rosen. I am the President of the YMCA of 
Metropolitan Los Angeles. I am testifying today on behalf of the 
YMCA of the USA and the more than 2,000 local YMCAs nationwide. 

As the Committee considers the possibility of structural 
alternatives to the existing federal income tax, I commend the 
Committee for taking this opportunity to focus on the iit^lications 
of tax restructuring for America's charities. As discussed below, 
the implications are profound, and merit careful consideration. 


1. America's Charities: A U&icnie Hatlonal Resource 

Before considering the in^lications of federal tax policy for 
America's charities, it is important to consider the importance of 
charities for America. It is frequently remarked, but all to 
easily taken for granted, that America is blessed with a charitable 
sector of incorr^areible breadth, strength, and diversity. Virtually 
all of us can think of charitable organizations that have 
profoundly touched our lives. For millions of Americans, one of 
those organizations has been the YMCA. 

The YMCA is one of the oldest, and largest, nonprofit 
community service organizations in the country. From the founding 
of the first American YMCA in Boston in 1851, the YMCA quickly 
spread across the nation. Dedicated to translating Christian 
values into practical action, the YMCA has responded to the needs 
of each new generation with a succession of innovative programs and 
services. Today, YMCAs serve over 14 million Americans each year - 
* persons of all races, religions, and income levels, half male and 
half female, half children and youth, and half adults. 

The YMCA mission can be sunsned up in just eight words: "We 
build strong kids, strong families, strong communities , " We 
accon^lish that mission through a far broader range of programs 
than most people realize. We are America's largest provider of 
child care for school age children. Hundreds of thousands of 
children and youth participate in our youth sports and aquatics 
programs and attend our can^s. In recent years, we have greatly 
expanded our programs for teens, including outreach programs for 
disadvantaged youth who are particularly at-risk of substance 
abuse, pregnancy, AIDS, and gangs. And YMCAs continue to be the 
national leader in providing community-based health and fitness 
programs for adults of all ages. 

Beyond these programs, several key attributes define the 
essence of a YMCA. First and foremost, in everything we do, YMCAs 
seek to develop positive moral values -- respect, responsibility, 
honesty, and caring. Second, YMCAs are inclusive; our goal is to 
serve and bring together all elements of the community. Third, 
YMCAs are committed to prevention. Finally, YMCAs are rooted in, 
and belong to, the communities they serve. Every local YMCA is 
directed by a board of local volunteers, ensuring its 
responsiveness to local needs and concerns. 

YMCAs have made a positive difference in the lives of millions 
of Americans, and the YMCA mission -- building strong kids, strong 
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families, strong coroinunities -- has never been more important than 
it is today. 

The same can be said for America's charitable sector as a 
whole. From churches and nonprofit social service agencies to 
private colleges and universities, from community groups promoting 
arts and culture to hospitals and medical research organizations, 
America's rich web of nonprofit charities con^rise an invalucUDle 
national resource that helps to shape our character, enlighten our 
minds, Icnit together our communities, and sustain our democratic 
process . 

Leaders of emerging democracies around the world look at 
America and recognize the crucial importance of America's 
charities . Many of these countries are working hard to nurture a 
U.S. "Style nonprofit sector. We should be no less concerned about 
preserving this aspect of our tradition than they are cibout 
replicating it. 


II. The Curr ent Tax Treatment of Charities: Bench marts for 

Evaluating Alternetlv< » 

America's charities are not creatures of federal tax policy. 
America had a strong tradition of private initiative for the public 
good long before we had a federal income t£oc indeed, long before 
we had a federal government. On the other hand, from the beginning 
of this century, federal taix policy has provided strong support for 
charities, and these supportive tax policies have surely had much 
to do with the continued growth and dynamism of the charitaible 
sector. 


Thus, as Congress considers the possibility of fundamental 
change in the federal tax system, it is in^ortant to focus on the 
essential elements of current federal tekx policy towards charities 
and to consider whether it would be possible to preserve these tax 
supports within various structural alternatives to the income tax. 
Four aspects of existing federal policy are particularly important, 
and provide useful bench marks in evaluating the effects on 
charities of alternative tax systems. Specifically, these salient 
aspects of the current federal tctx rules are: 


* A clearly defined category of tax-exenqpt charities; 

* A broad concept of charity, defined in terms of benefit 
to the community as a whole rather than more narrowly in 
terms of relief of poverty; 

* Strong tax incentives for charitable giving; and 

* Tax exemption for income earned from activities directly 
related to an organization's charitable purpose. 

Each of these elements of current policy deserves brief comment. 


A. A cl««rlv datined catgoorv of 


An importamt, and highly beneficial aspect of current law is 
that it clearly defines a class of organizations -- those exempt 
under section 501(c)(3) of the Internal Revenue Code -- that are, 
in effect, certified by the federal government as dedicated to 
public purposes and deserving of public support. The importance of 
section 501(c)(3) status -- to charities, to the public, and to 
government transcends the teuc benefits that flow directly from 
it. 


For the public, section 501(c) (3) status signals an 
organization's single-minded commitment to a public service 
mission. This special status, in turn, encourages individuals to 
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interact with the organi 2 ation on a basis wholly different from 
their interaction with commercial entities. Instead of "buyer 
beware," we deal with section 501(c) (3) organizations on the basis 
of altruism and trust -- whether in giving our time and our money 
or in committing our children or our parents to such organizations' 
care. Our willingness to trust and to support these organizations 
derives from our understanding that section 501(c) (3) -- bac)ced-up 
by IRS oversight -- imposes fundamental fiduciary safeguards and 
public purpose constraints. 

Government, li)cewise, maltes use of the section 501(c) (3) 
classification in a variety of contexts beyond the tax field. For 
exaitple, over the years Congress has limited participation in many 
federal grant programs to section 501(c)(3) organizations and has 
given these organizations the benefit of preferred postal rates and 
other legal preferences . Similarly, state and local governments 
have made section 501(c)(3) status the basis for awarding 
exemptions from various taxes etnd regulatory requirements. 

It is important that any future federal tax system preserve 
such a clearly defined class of public purpose organizations. 

B. A broad definiti on of charity 

A second )cey element of the current rules is their use of a 
broad concept of charity -- defined in terms of benefit to the 
community as a whole -- rather than a narrow definition limited to 
relief of poverty and distress. In this regard, the federal tax 
rules reflect the common law tradition that, at least since the 
Statute of Elizabeth in 1604, has embraced this broader concept of 
charity. Under this approach, the advancement of education, 
science, religion, and the arts, the promotion of health, the 
preservation of the environment, and similar public purposes -- as 
wall as the relief of poverty -- are all recognized as charitable 
purposes, and thus as the basis for exemption under section 
501(0) (3) . 

At a time whan cuts in federal social spending focus increased 
attention on the need for private charities to serve the poor and 
disadvantaged, it is not surprising to hear calls from some 
quarters for a narrower legal definition of charity -- one that 
would require charities to focus primarily on service to the poor. 
As the leader of an organization that is deeply committed to 
serving the disadvantaged, I nonetheless believe that any move in 
this direction would be highly counter-productive. 

The YMCA is a powerful case in point. Every community, 
whether in the inner city or an affluent suburb, has families under 
stress, )tids in crisis, and persons of all ages needing and looking 
for a place to belong. In short, every community needs a YMCA. 
But even more important, the YMCA cuts across the economic, ethnic, 
religious, and social fault lines in a city like Los Angeles and 
provides a framework within which people from all walks of life can 
work together for the common good. People in more advantaged 
circumstances are challenged to come to grips with the broader 
needs of the community, and to give time and money to help those 
less fortunate than themselves. Conversely, persons from 
disadvantaged communities are pulled into a mainstream organization 
that helps them escape the social isolation of the inner city. 

Let me make this very concrete. The Los Angeles YMCA has 
eight major facilities and 40 program centers serving the inner 
city; last year we devoted roughly $15 million to our inner city 
operations. We sinply could not sustain these programs without 
strong volunteer leadership and financial support from the broader 
community, and we wouldn't have that support if YMCAs weren't 
actively serving the whole community. 
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Any future federal tax system should preserve this broad 
concept of charity, and with it the ability of groups like the YMCA 
to serve the entire comnunity. 

C. Strong Ineentlves for charitable giving 

A third critical element of current federal tax policy toward 
charities is strong incentives for charitable giving, both during 
life cuid at death. The income tax generally allows taxpayers who 
itemize deductions to deduct the full value of their charitable 
contributions, subject to certain percentage of income limitations. 
The estate tax, in turn, provides an unlimited charitable 
deduction. 

While these tax benefits do not create the in^ulse to give, 
they have a profound effect on the level of giving. Under the 
federal income tax, individuals face marginal tax rates of up to 
39.6 percent. In California and many other states, state income 
taxes push marginal rates still higher -- well above 40 percent for 
many top bracket taxpayers. This means that the after-tax cost of 
giving to charities is less than 60 cents on the dollar. 

Based on years of fundraising experience, I can assure you 
that most donors are fully aware of, and highly sensitive to, this 
substantial difference between the pre-tax and after-tax cost of 
charitable giving. Just as most American homeowners buy more 
expensive houses than they would if mortgage interest were not 
deductible, many donors are far more generous than they would be -- 
or could afford to be -- if their charitable gifts were not 
deductible. Econometric studies uniformly confirm this practical 
experience . 

The current highly favorable treatment of charitable gifts of 
appreciated property deserves special mention. Under current law, 
donors who contribute appreciated assets to charities are generally 
allowed to deduct the full fair market value of those assets. 
Further, by giving the assets to charities, donors also avoid the 
capital gains tax that they would otherwise incur upon sale. 
America's dynamic economy continually rewards successful 
entrepreneurs with substantial new wealth, generally in the form of 
highly appreciated securities. As a nation, we have a strong 
interest in maintaining tax policies that encourage such 
individuals to commit a generous portion of their wealth to 
charitable endeavors. 

Finally, as noted above, like the income tax, the estate tax, 
with its 55 percent top rate and unlimited charitable deduction, 
also provides a strong incentive for charitable giving. 

How important are these tax incentives and the charitable 
giving that they help stimulate? Just come to the Los Angeles YMCA 
and ask the hundred of kids from low- income families that went to 
YMCA camp last summer on scholarships,- the single parents whose 
children receive subsidized YMCA child care,- the inner city soccer 
teams playing at our beautiful new Field of Dreams soccer conplex; 
the runaway youth and homeless families who have found transitional 
housing at our Hollywood Wilshire branch; or the hundred of at-risk 
teens being served through our expanded youth programs . Without 
the nearly $12 million in charitable contributions given to the 
YMCA in 1995 by literally tens of thousands of donors, few if any 
of these programs would have been possible. 

Similar stories about the community benefits of charitable 
giving could be told by countless charities across America. They 
underscore the importance of preserving strong incentives for 
charitable giving as part of «uiy future federal tax system. 
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D. Tax “relatad* Income 

The fourth key element of the current federal t 2 uc treatment of 
charities is that charities are not taxed on income earned from so- 
called "related" activities -- that is, activities that, in and of 
themselves, contribute importantly to the accomplishment of the 
organization's charitable purposes. Thus, for example, VMCAs are 
not taxed on income from day camps, child care, health and fitness 
programs, or swimming lessons. Likewise, colleges aren't taxed on 
tuition and symphonies aren't taxed on ticket sales. On the other 
hand, if a charity engages in an income-producing activity 
unrelated to its exempt purposes, it pays tax on essentially the 
same basis as a tax2U3le corporation. 

This distinction between related and unrelated activities -- 
the core of the unrelated business income tax (UBIT) -- has been 
central to the federal tax treatment of charities since 1950 . It 
reflects Congress' desire, on the one hand, to prevent charities 
from using their tax status to compete unfairly with tcUCcdsle 
businesses while, on the other hand, acknowledging, and affirming, 
charities' traditional reliance on income generated from charitable 
programs . 

The notion that charities can properly derive income from the 
accomplishment of their charitable purposes follows logically from 
the premise, discussed above, that the proper role of charity is 
not limited to providing free or heavily subsidized services to the 
poor, but, instead, encompasses a broad range of activities 
intended to benefit the community as a whole. Take education for 
example. Advancing education is a charitable purpose, not because 
education directly relieves poverty, but because an educated 
populace benefits the community at large; because education is what 
economists refer to as a public good. To be sure, a school may 
also directly relieve poverty by providing scholarships to poor 
students. But the school advances its fundamental educational 
objective just as surely when it educates an affluent student, even 
if -- or, perhaps, as suggested below, particularly when -- it 
charges sufficient tuition to cover its costs and to yield a 
surplus that can subsidize other aspects of the school's program. 

I noted above the important contribution YMCAs make by 
bringing people together across the economic, social, racial, and 
religious divides that so often divide us. From this perspective, 
it is very much in the public interest that we serve the entire 
community. On the other hand, given the limits on our contributed 
funds, it is equally in the public interest that we subsidize only 
those persons who cannot afford to pay, and that we expect our 
other members and program participants to pay for what they receive 
and, where their means permit, to pay a bit more to expeuid our 
ability to serve those in need. 

Thus, charging fees is entirely consistent with the legal 
concept of a charity and, as a practical matter, enables a charity 
to substemtlally leverage its contributed funds. Like 
universities, symphonies, euid YMCAs, many charities are heavily -- 
and, indeed, in nvany cases, primarily -- dependent on such related 
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income.^ Reversing the long-standing policy embodied in the UBIT 
rules by taxing such related income would substantially reduce the 
resources available to charities to advance their exen^at purposes 
and would be logically inconsistent with the idea that charities 
exist to serve the entire community. 

Accordingly, it is importcint that any future federal tax 
system preserve a UBIT-type exemption from tax for charities' 
related income. 


Ill . Evaluating Alternatives to the Income Tax: Tb o Tnpl teationa 

firr fhaT -ltlea 

The four criteria outlined above provide clear bench marks for 
evaluating the implications for charities of proposed replacements 
for the federal income tcix. As the following discussion makes 
clear, it would generally be possible within each of the principal 
alternatives under consideration to preserve tax-exempt status for 
charitable organizations roughly comparable to that under current 
law. On the other hand, with the exception of the USA Tax Act, all 
of these alternatives, in their pure forms, would eliminate tax 
incentives for charitable giving, and thus would produce a major 
reduction in giving to charities. 

A. The flat tax 

Like the existing federal income tax, the flat tax --at least 
as generally discussed in the current debate -- is a tax on income 
rather than on consumption. Its defining characteristic is a 
single tax rate. Further, in the current debate, this idea of a 
single tax rate is strongly linked to a substantial broadening of 
the tax base, achieved by eliminating virtually all existing 
deductions, including the charitable deduction. Proponents assert 
that this broader base would, in turn, enable a flat tax to be 
revenue neutral with a rate as low as 17-19 percent. 

In a flat tax system, preserving three of the four key 
elements of the present federal tax treatment of charities would be 
relatively easy. Specifically, a flat tax could, and presumably 
would, incorporate a charitable tax exemption directly comparable 
to section 501(c) (3) . Further, nothing inherent in the underlying 
policy rationale of the flat tax is inconsistent with the current 
broad definition of charity or with UBIT-type treatment of 
charities' earned income. 

On the other hand, the in^jlications of the flat tax for 
charitable giving are far more alarming. To broaden the tax base, 
a pure flat tax like that proposed by House Majority Leader Richard 
Armey would eliminate both the individual and corporate charitable 
contribution deductions, and would thus dramatically increase the 
after-tcix cost of charitable giving. More specifically, for top 
bracket taxpayers, the after-tax cost of giving would increase by 
roughly 65 percent . Consistent with ray own experience as a 


^ In fact, most charities depend on four sources of 
support; (1) charitable contributions, (2) volunteers, (3) 
government funding, and (4) membership dues and program fees. For 
YMCAs nationwide, the 1995 breakdown was as follows; 


$ Percent 

Charitable contributions; 424,578,000 17.2 

Volunteer services; 268,000,000 10.8 

Government funding; 166,021,000 6.7 

Membership dues and program fees; 1,597,485,000 64.6 

Other income; 18,000,000 .7 

Total; 2,474,340,000 100.0 
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fundraiser, econometric studies uniformly conclude that such a 
substantial increase in the cost of giving would produce a 
correspondingly significant drop in the amount of giving. 

Flat tax proponents argue that this negative "price effect" 
would be largely, if not fully, offset by a countervailing income 
and wealth effect -- that is, that taxpayers would have so much 
more disposable income and wealth under a flat tax than under the 
present system that they would be likely to maintain current giving 
levels notwithstanding the substantial increase in the after-tax 
cost of giving. 

Two comments are in order. First, from a static perspective, 
a revenue neutral flat tax, by definition, would not increase 
taxpayers' aggregate after-tax income (though, of course, it might 
affect the distribution oT income among taxpayers) . To be sure, 
taxpayers would face a lower marginal tax rate, but that lower rate 
would be applied against a correspondingly broader definition of 
tcLxable income. The aggregate tax bill would remain the same, and 
thus there would be no income or wealth effect to stimulate 
increased giving. 

Flat tcix proponents reject this static analysis, arguing that 
lower marginal tax rates would stimulate a sufficiently large 
increase in economic growth to achieve revenue neutrality while 
reducing the aggregate percentage tax burden. They may be correct, 
but many respected economists are highly skeptical. Moreover, even 
if a flat tax did result in some increase in economic growth, and 
thus permit some reduction in the percentage tax burden, 
econometric studies of giving behavior suggest that the positive 
effects on giving of this increase in income and wealth would be 
overwhelmed by the negative effect on giving attributable to the 
elimination of the charitable deduction. 

Finally, it should be noted that even if the charitable 
deduction were retained under a flat tax, the deduction's 
stimulative effect would be greatly reduced because the deduction 
would apply against a tax rate substantially lower than the top 
marginal rates under current law. 

B. CnnimniT ition taxes 

The effect on charities of replacing the income tax with a 
consumption tax depends on the form of the consumption tax. There 
are two basic types of consumption taxes - - those imposed on an 
annual basis on an individual's aggregate consumption expenditures, 
and those imposed on business transactions at the point of sale. 
As a general matter, while it is relatively straightforward to 
preserve existing tax policy support for charities within the 
former type of consumption tax, it is extremely difficult, if not 
impossible, to preserve current incentives for charitable giving 
within the latter. 

1 . Individual con »mn»p>-i'g n taxes (e.g. the USA Tax Act) 

As typified by the Nunn/Dominici USA Tax Act, the fundamental 
difference between the present income tax system and an individual 
consumption tax is that the latter, after determining an 
individual's taxcible income, allows an unlimited deduction for the 
individual's "net savings" during the year. 

Because of its structural similarity to the present income 
tax, an individual consumption tax could readily incorporate each 
of the four key elements of the current federal tax treatment of 
charities -- and, in particular, could preserve strong tax 
incentives for charitable giving. For example, the USA Tax Act 
would permit individuals (though not businesses) to deduct 
charitable contributions against a top marginal rate of 40 percent 
-- providing a tax incentive for giving almost identical to that 
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under current law. The USA Tax Act would also preserve exemptions 
for essentially tne present range of section 501(c) (3) 
organizations, and would incorporate UBiT-type rules for the tax 
treatment of charities' earned income. 

2 . Point-of-sale based c ^noimp tion taxes (e.g. a VAT 
or a national retail sales tax) 

By contrast, as noted eibove, point-of-sale consumption taxes 
lilte a VAT or a national retail sales tax do not lend themselves to 
providing tax incentives for charitable giving. These taxes are 
imposed on business transactions rather than on individuals, and an 
important part of their appeal is that they would free individuals 
from the need to file annual taix returns. Yet, precisely by 
eliminating individual returns, these systems would eliminate the 
traditional mechanism through which individual tax liability has 
been adjusted to reflect charitable giving. 

Tax incentives for charitable giving could be grafted onto 
this type of consumption tax, but the fit would probably not be a 
good one. The most plausible approach would be to provide, either 
to donors or to charities, some form of refundable tax credit for 
charitable contributions given or received. However, there are 
potentially serious drawbac(cs to either approach. 

Granting such a credit to individuals would entail substantial 
administrative costs, since taxpayers seelcing to claim the credit 
would presumably have to file a tax return. On the other hand, 
granting the credit to charities on the basis of gifts received 
would entail a significant ris)c that the credit would come to be 
seen as direct government funding, carrying with it the rislc of 
more intrusive government regulation. 

It should also be noted that replacing the charitable 
deduction with a credit, whether to donors or to donees, would 
almost certainly reduce the tax incentives for giving by upper 
income donors while correspondingly increasing the tax incentives 
for givers of more modest means (most of whom are nonitemizers , and 
thus receive no tax benefit for giving under current law) . This 
change could significantly affect the distribution of giving among 
charities . 

As for the tax treatment of charities themselves under point- 
of-sale consumption taxes, exemptions roughly equivalent to that 
under current law could be incorporated into both a VAT and a 
retail sales tax. Under the VAT, the preferred method would 
probably be so-called "zero-rating" of sales by a charity. Under 
this approach, the charity would not be required to collect VAT on 
its sales of goods or services and would be entitled to a 
refundable credit for VAT it paid to its suppliers. Consistent 
with preservation of both the current broad concept of charity and 
of UBIT-type treatment of charities' earned income, eligibility for 
such zero-rating could, and should, be extended to all "related" 
transactions by section 501(c)(3) organizations. 

Under a retail sales tax, present section 501(c)(3) 
organizations should be exempt from tax both on items they purchase 
for "related" use and on sales of "related" goods and services. 


IV. Coneluaions 

As never before, America is looking to its charities to help 
address a broad range of social concerns. In light of the evident 
need for a strong and dynamic charitable sector, this is precisely 
the wrong time for Congress to weaken the federal tax policy 
supports traditionally afforded to charities. 
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As Congress considers alternatives to the current income tax, 
it must recognize that, in their pure forms, the most widely 
discussed alternatives -- the flat tax, the VAT, and the national 
retail sales teix -- would all eliminate tax incentives for 
charitable giving. The result would almost certainly be a major 
decline in gifts to charity. 

Whether effective incentives for giving can be incorporated 
into any or all of these tax systems is a difficult question, and 
one that demands careful attention before Congress moves forward 
with any of these potential replacements for the income tax. 
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Chairman Archer. Thank you, Mr. Rosen. My gratitude to each 
of you for coming, many of you from a long way away, to be able 
to give us the benefit of your testimony. 

Mr. Tempel, you picked up a little bit on what I commented to 
the last panel and I am appreciative that you were out there listen- 
ing. I am curious, do you have any opinion as to why, assuming 
that you are correct that things were different back in the late 
twenties and thirties as far as community giving is concerned and 
sharing, why has that changed? 

Mr. Tempel. This would be opinion, although there has been 
some recent research by a colleague of ours who has written an ar- 
ticle called “Bowling Alone” who attributes much of the breakdown 
recently to television. 

But, in fact, the community I grew up in was a very close com- 
munity. As Peter Drucker said; 

There was a time in America where almost every person grew up in a small com- 
munity and could remember someone who grew up in a small community, and con- 
fining as that was, it was a place where you belonged, where you paid attention to 
others. . . . 

Drucker says that as communities became larger, people no 
longer had that close connection. The question is how you can re- 
build those close connections in a larger community, and for 
Drucker, that answer is not-for-profit organizations. He says in his 
book on managing nonprofits that, “When I talk to people in non- 
profits about why they are volunteering and what they are doing,” 
he said, “almost universally, the response is. Because here I make 
a difference. Here, I belong.” 

It is that kind of involvement and encouragement that we think 
the Federal Government should send a signal to in whatever it 
does with the Tax Codes and other programs that it enacts, be- 
cause we think that it can be rebuilt by using nonprofit organiza- 
tions. 

Chairman Archer. What importance do you attach to the cre- 
ation of more lavish welfare systems in the bigger cities which op- 
erated as magnets to draw people in and then they could not get 
out? Those programs did not exist back in the late twenties and 
early thirties. 

Mr. Tempel. You are taking me into an area in which I have no 
expertise, so when I comment, I cannot comment as a social sci- 
entist who has studied those things. But again, I believe deeply 
that people who are in circumstances that are less than ideal, who 
do not have hope, can sometimes get hope through nonprofit orga- 
nizations. That is, the quickest way to find hope for yourself is to 
find a way to help someone else. 

One of the key things you said 1 minute ago was that you were 
asked to help someone less fortunate than yourself, although you 
were not in very good circumstances yourself, and I think that is 
a key to this, that we must encourage philanthropy at every level 
of society because those people who learn to help others learn to 
help themselves, learn to find meaning in life, and so forth. 

So I think that programs that make people dependent are not 
programs that are very helpful to society as a whole, and again, I 
am speaking as an observer of this and not as a social scientist. 

Chairman Archer. Thank you for your input. 



364 


Mr. Jacobs. 

Mr. Jacobs. First, I should comment. Mr. Rosen, you know the 
Chairman believes in charitable giving and gave you an extra 4 
minutes just now. 

Mr. Rosen. I apologize. 

Mr. Jacobs. No, no, no, your gratitude, I should think. 

Of course. Chancellor Tempel, I welcome you to the Committee. 
I spent my time at lU-PUI. My nephew went through lU-PUI in 
the law school and is doing very well. If cajoling and prayer and 
suggestion can have any effect, our two little boys will go to lU- 
PUI. I whisper it in their ears every night. Compared to Harvard, 
you can imagine why. 

Chairman Archer knows that he is among my most respected col- 
leagues, among those I respect the most, and he knows I count him 
as a dear friend, as is true of Senator Lugar from Indiana. We do 
part company on the sales tax. However, I was just sitting here 
trying to think, if the government were of a mind to substitute the 
Federal income tax with a national sales tax, would the govern- 
ment be capable of, shall we say, subsidizing charitable giving as 
the present Tax Code does? 

The thing that crossed my mind was the so-called challenge 
grant. How do you suppose it would work if somebody gave $70 to 
the YMCA and the YMCA then were, under law, permitted to 
remit proof of that giving to the U.S. Government, which then 
would forward a matching $30? Has that crossed the minds of any 
of the members of the panel as some way that you might — let me 
just give you the one metaphor that occurs to me. 

We have geothermal heat at our home and solar panels, and that 
is OK. That is forced air. But if you have hot water heat, the base- 
board heat in your home, you have a little problem delivering air 
conditioning. You usually have to have a set of ducts and a sepa- 
rate system. 

So here you go to sales tax, and that is like the hot water heat. 
How do you deliver the deduction? How do you deliver the govern- 
ment participation in giving, and that is what occurred to me. Does 
that make any sense to the panel members? First, the one who 
could flunk our kids. 

Mr. Tempel. I could comment just briefly. First of all, matching 
gifts and challenge gifts are great techniques in fundraising, and 
we know that people respond to those when they can see that they 
can enhance their impact. 

I do not know if this panel has given great thought to that con- 
cept. I think that in a sales tax, charitable gift incentives can be 
structured. If you think of gifts of philanthropy as being part of the 
savings plan that is investing in the future of our country, you 
could structure such a plan. I think Mr. Clotfelter and other econo- 
mists who have studied the flat tax and the sales tax models can 
comment more intelligently than I can. 

But I want to tell you that I have had discussions recently with 
some college presidents in Ireland who are trying to adapt a more 
Americanized version of philanthropy and promote it in Ireland. In 
fact, in Ireland, if you make a charitable gift deduction, the organi- 
zation verifies to the government that you have made that deduc- 
tion and then the government sends you some money back. It is a 
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system that has a lot of burdens in it because of all the require- 
ments that one must go through. 

There is something at least one could look at, but I think I will 
defer to others who might have a more intelligent comment on it. 

Mr. Clotfelter. The Irish and English approach that you de- 
scribed is essentially the same as our deduction. But as far as 
could you structure an incentive similar to our deduction under a 
sales or value-added tax, I believe even the staff publication that 
you have for these hearings that I just looked at a little while ago 
outlines the fact that a VAT with an exemption appropriately 
structured for nonprofit organizations would give you a price effect 
that would be very similar to the current deduction. 

Mr. Jacobs. I think my time has expired, essentially. 

Chairman Archer. Mr. McCrery. 

Mr. McCrery. Thank you, Mr. Chairman. 

Mr. Clotfelter, I was intrigued by one thing that you said in your 
testimony and I want to explore it a little bit. You said that while 
tax policy generally will not determine whether someone gives to 
charity, it can affect how much people give. Do you recall saying 
that? 

Mr. Clotfelter. Yes. 

Mr. McCrery. I am trying to determine whether you think that 
tax policy is a marginal consideration in the determination in 
someone’s mind to give to charity and if you think that marginal 
effect can be overcome by a tax policy that may not favor charitable 
giving but which encourages greater economic growth, ends up giv- 
ing more people more disposable income, or have you looked at that 
or considered that? 

Mr. Clotfelter. Let me just answer by analogy. Imagine you 
were trying to think about the demand for bananas at your local 
grocery store. Would coupons that give you a 30-percent reduction 
on the price of bananas, would that be a marginal effect or not, and 
compare that to the effect of giving all the customers more income. 
More income would probably, because bananas are what we call a 
normal good, lead them to consume more of it. 

So then it just turns out to be an empirical question. How much 
do these price affects affect the demand for bananas? Economists 
do not have much to say about something like whether it is a “mar- 
ginal consideration.” They would look at, what is the empirical ef- 
fect. 

The research that I am familiar with says that charitable giving, 
like bananas, is somewhat responsive to price as well as income, 
and both of those would have an impact. 

Mr. McCrery. So I think what you are telling us is if we could 
construct a tax policy that did not give preference to charitable giv- 
ing but, on the other hand, left more money in the pockets of peo- 
ple in the way of disposable income, you do not know what the out- 
come would be as far as the level of charitable giving in the coun- 
try. 

Mr. Clotfelter. One could imagine a tax system that increased 
it purely through income effects, but it is hard to see on a piece 
of paper how the Federal Government’s budget would be balanced 
in that way, because we were doing calculations that were under 
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a revenue neutral assumption. So it is conceivable, but you would 
have that revenue problem to deal with. 

Mr. McCrery. Certainly, and that is the problem we have as pol- 
icymakers. We can hire the smartest economists in the world but 
they all have to make assumptions to reach their conclusions and 
we do not know if those assumptions are good assumptions or 
faulty assumptions, so we are left with tough decisions sometimes. 

I think all of us on this Committee want to encourage charitable 
contributions and make them ourselves, but we also have to think 
about what is in the best long-term interests of the economy as a 
whole and know that if we can improve economic conditions on the 
whole, we probably improve the level of charitable giving in this 
country, if we are making the proper assumption with respect to 
the character of the American people, and again, we do not know 
if we are correct in that, but those are the decisions we have to 
make. 

Thank you all for your testimony. 

Chairman Archer. Mr. Laughlin. 

Mr. Laughlin. Thank you, Mr. Chairman. 

I apologize for missing most of your testimony. If you have an- 
swered it, just tell me you have answered it. 1 have heard some say 
that taking away the charitable deduction from a tax viewpoint 
would not substantially reduce charitable giving. Do any of you 
agree? As I have glanced through your testimony, you seem to be 
saying that you need the charitable deduction. I just want to see 
what response you have to the several that have said to me that 
it would not substantially reduce charitable giving. 

Mr. Clotfelter. I think I would disagree if “not substantially” 
would include 30 or 20 percent. I would say that getting rid of the 
deduction probably would have a noticeable effect on charitable giv- 
ing. That is what the economists have found from the research they 
have done using a variety of different data sets and periods. 

Mr. Laughlin. Mr. Rosen. 

Mr. Rosen. My research is simply talking with donors over 26 
years and having a family of 35,000 donors annually in our YMCA. 
I am unaware of any significant donor who is unaware of the tax 
benefits and the costs of making contributions and who does not 
take those into consideration in making gifts, or who has not made 
a larger gift because the Tax Codes made it possible. 

Mr. Laughlin. It is your opinion, then, Mr. Rosen, that if the tax 
benefit were removed, those donors, many of them would evaporate 
on you? 

Mr. Rosen. They would still be there at much lower levels. I do 
not think the Tax Code prevents people from giving one way or the 
other, but it certainly influences the size of the gift substantially. 

Mr. Laughlin. Anybody else? 

Mr. Tempel. We do have the evidence that when the marginal 
tax rates were changed, that ^ving among donors of significant 
wealth dropped. The average ^fts dropped. For example, the tax- 
payers with incomes of $1 million or more, between 1980 and 1993, 
their average gift dropped from $207,000 to $108,000, which is one 
of the studies that we have to use to talk about what impact the 
cost of giving has on giving. It is our experience as fundraisers on 
an individual case-by-case basis that major gift donors talk to us 
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about these tax structures when they make those large gifts. This 
is fairly conclusive evidence that the cost of giving has an impact, 
especially on large gifts. 

Mr. Laughlin. I noticed in the written statements that you have 
submitted that there is discussion of the various tax proposals. Mr. 
Tempel, do you feel that charitable giving is enhanced or stimu- 
lated more under one of the proposals? Under which proposal, if 
any, do you think charitable giving is enhanced, other than staying 
with the current system? 

Mr. Tempel. I would say that Chairman Archer’s proposal of a 
91-percent tax rate would help us out a great deal. [Laughter.] 

But in fairness, I think what we want to search for is balance. 
That is, under a flat tax system, for example, we think there will 
be an impact. Studies by Steinberg and other economists — I am 
sure Dr. Clotfelter would say the same thing, that the cost of giving 
has an impact on giving. So as the rates drop today, we see, unlike 
the situation that might have been in the late twenties, that giving 
will be challenged. 

So if there is a way, for example, even to create a combination 
of tax credits and tax deductions to stimulate larger gifts, we think 
that, as Mr. Steinberg, an economist on our campus proposes, 
would be very helpful to charitable giving. 

Mr. Laughlin. Thank you very much, Mr. Chairman. 

Chairman ARCHER. Let me file an immediate disclaimer that I 
am not proposing a 91-percent Federal income tax rate. [Laughter.] 

Thank you very much, all of you, for the testimony that you have 
given us. 

Mr. Tempel. Could I take a privilege to thank my Congressman 
from Indianapolis for being here for this hearing? Thsmk you, 
Andy. 

Chairman Archer. Certainly. 

I would like to include for the record the written statements sub- 
mitted by the American Hospital Association, the Center for the 
Study of Economics, and the Charitable Organization Working 
Group on Tax Restructuring. 

[The statements follow:] 
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Statement 
of the 

American Hospital Association 
before the 
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on 

The Impact on Tax-Exempt Hospitals of Replacing the Federal Income Tax 
May 1, 1996 


Summary 

The American Hospital Association (AHA) includes in its membership 5,000 
hospitals, health care systems, networks, and other providers of health care. We 
appreciate the opportunity to submit this statement for the record in support of 
tax-exemption for hospitals, health systems and Integrated health networks in a 
reformed Federal Income tax system. 

Tax exemption for hospitals and other charitable health organizations under the 
community benefit standard is a powerful means for society to reinforce its 
commitment to ensuring that every American has access to health care services. 
The 60 percent of hospitals and health systems in America that are 
nongovernment, not-for-profit, tax-exempt institutions play a vital role in the 
delivery of health services In their communities. Tax exemption has been 
important in the operation of these Institutions, and it should be continued in order 
to support them In their mission as the health care system moves toward 
integrated delivery systems. 

The AHA supports changes in the current Federal tax system that would foster the 
development of tax-exempt, integrated health networks designed to lower health 
costs, improve quality of care, and expand access to services. 


AHA and its members have a longstanding commitment to meeting the health care 
needs of this country, and welcome the focus on how the tax code affects the 
tax-exempt health care delivery system. 

There has been tremendous debate over the last several years about how we can 
improve access to health care services in this country. Federal tax policy that 
expands access to health care services is part of the solution. Tax exemption 
helps not-for-profit hospitals serve their communities by enabling them to tap 
resources to support their missions-resources such as tax-exempt financing and 
tax-deductible charitable contributions. 
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Qualifications for exemption are designed to ensure that exempt institutions 
engage in activities that support the larger public good. The community benefit 
standard has been, since 1969, the federal policy for awarding tax exemption. 

The premise underlying the community benefit standard is that a public purpose is 
served by promoting health in a manner that benefits the larger community. The 
promotion of health alone is not enough: how it is done, when, and for whom are 
important factors. All health care providers have a professional responsibility to 
provide high- quality services, but tax exemption requires more. Tax exemption 
requires making the needs of the community the focal point of the institution's 
financial resources and health services. 

The community benefit test remains a sound basis for awarding tax-exempt status 
to hospitals. Hospital tax exemption is a key to guaranteeing access to health 
services for all Americans, and should be retained under a reformed Federal tax 
code. 


The AHA believes that local, integrated health networks tailored to the needs of 
their communities are vital to expanding access to care, improving quality of care 
and containing costs. In general, integrated health delivery networks are formal 
affiliations of health care providers organized and operated to provide a wide range 
of health services. The most highly integrated networks are both clinically and 
financially integrated. Clinical integration means coordinated decision-making 
among different health care providers, supported by organized systems of 
information and administration. Financial integration means accepting payment 
centrally for a full range of health care services, and distributing payments to other 
providers of care consistent with clinical integration. 


Current tax rules and law present several barriers to the formation of tax-exempt 
integrated health networks. These barriers fall into three categories; capital 
financing, capitation, and governance. 

Capital Financing 

Current law restricts to $150 million the outstanding amount of nonhospital tax- 
exempt bonds that a 501(c)(3) organization may have at any time. This cap works 
to forestall integration and consolidation of health care resources. 

The formation of integrated health delivery networks often begins at the 
community level with the affiliation of acute inpatient hospital services and multi- 
specialty physician group practices and primary care physicians. In some areas, 
this core integrated system may merge or align with other area hospitals and 
physician groups. 

At this point, 501(c)(3) hospitals can run into problems with the nonhospital bond 
cap. If two hospitals planned to merge and each had $80 million in nonhospital 
tax-exempt debt outstanding, they would violate the cap. The same situation 
exists for the merger of hospitals, outpatient surgery clinics, long-term care 
facilities, hospices and other nonhospital healthcare facilities. These providers are 
pivotal sites of service in a fully integrated network. The limit on aggregate debt 
can prevent merger and consolidation of these services. The development of 
ambulatory and primary cars facilities and the information systems required to 
truly Integrate health care also becomes more costly if tax-exempt debt financing 
is not available. 
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In addition, Congress has proposed changes to the Medicare program that 
encourage hospitals to merge, consolidate, and form health networks. Other 
purchasers of health care are demanding the same. However, the bond cap 
arbitrarily restricts the evolution of integrated networks by standing in the way of 
potential partnerships. 

Recommendation: The nonhospital bond cap should be repealed. 

Capitatinn 

Capitated payment arrangements are central to the development of integrated 
networks. Capitation is a method of payment for health services in which an 
individual or Institutional provider Is paid a fixed amount for each person the 
provider assumes responsibility for serving, without regard to the actual number or 
nature of services provided. It is a defining feature of financial integration. 


The use of capitated payment and the alignment of payment incentives is viewed 
by AHA and many health policy makers as key to creating incentives for the 
prudent use of health care dollars, and to slowing the rate of growth in health 
spending. Congress, for example, has passed major reforms (vetoed by President 
Clinton) In Medicare program payment policy to encourage the development of 
Medicare capitation arrangements. 

Some have argued that acceptance of capitation is equivalent to engaging in the 
business of insurance, and is therefore a taxable activity. AHA strongly believes 
that mere acceptance of capitation by a tax-exempt provider or integrated network 
should not jeopardize that entity's tax-exempt status. 

To qualify as tax-exempt, a health care provider must establish that it is organized 
and operated exclusively for exempt purposes. In most cases, this requirement is 
met by demonstrating that the provider promotes the health of the community 
through the provision of health care in accordance with the community benefit 
standard described earlier. Acceptance of capitation does not alter this 
fundamental purpose. 

Acceptance of capitation also does not change the fundamental nature of the 
activity through which the provider fulfills a charitable purpose: the provision of 
health care services to the community. Capitation simply represents one more 
basis on which a provider may charge for its services. The form of payment does 
not, by itself, convert the underlying activity from the delivery of health services to 
the provision of insurance. 

Recommendation: To clarify this tax law distinction between commercial insurance 
and capitation. Congress should establish in the tax code a specific exemption for 
integrated health delivery networks. This change should also impose new 
requirements on exempt integrated delivery networks to ensure that they are 
assessing and addressing the needs of the community even beyond their enrolled 
populations. One way to meet the community benefit standard would be a 
requirement that integrated health networks, with the participation of community 
representatives, assess the health care needs of their communities and develop 
plans to meet those needs. 


finvernanre 

Current Internal Revenue Service (IRS) rulings and practice restrict the participation 
of physicians on the governing boards of newly developing integrated delivery 



371 


systems and health networks. Recent IRS exemption determinations have limited 
physician and other 'Insider" board representation to no more than 20 percent of 
all board members. This is unduly restrictive. 

When hospitals and physicians form integrated systems, physicians very often 
seek a role in governance. Physicians are a major force in making clinical and 
financial integration a success and hospitals welcome their participation in 
governance. To deny them board membership based on an arbitrary formula 
undermines their ability to clinically and financially integrate a network's 
operations. 

The goal of the current restrictions on board composition-preventing insiders from 
using their position for self-enrichment-can be achieved in other ways. Congress 
has proposed, and AHA has supported, legislation granting IRS the power to 
impose sanctions-short of revocation of exemption-for private inurement 
violations. Intermediate sanctions are a far preferable alternative to loss of tax 
exemption, and would provide the IRS a substantial tool with which to enforce the 
prohibition against inappropriate board action that benefits insiders. Moreover, 
under existing state laws, boards of tax-exempt organizations already have well- 
defined duties and obligations. 

Recommendation: In enacting specific tax-exemption for integrated health delivery 
systems. Congress should require that boards include members of the community, 
be obligated to comply with the requirements of the community benefit standard, 
and be subject to intermediate sanctions. 


COMfil ll.qiOM 

Hospitals and health systems believe that laws and regulations should enhance, 
not impede, the day-to-day, lifesaving and health improvement work they do. 
Reform of the federal tax system Is an opportunity to build on the foundation that 
already exists: the provision of care by tax-exempt organizations to those In need. 
By shaping the tax code to retain this tax exemption and encourage the 
development of integrated delivery systems. Congress can help hospitals and 
health systems achieve their vision: a society of healthy communities, where all 
individuals reach their highest potential for health. 
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STATEMENT BY STEVEN CORD FOR C.S.E. ON THE 

IMPACT ON STATE & LOCAL GOVERNMENTS 

OP REPLACING THE FEDERAL INCOME TAX 

before the COMMITTEE ON WAYS & MEANS, 5/1/96 


The federal governnent should encourage state & local 
governnents to shift as sany of their taxes as possible to 
the assessed value of land, for these reasonsi 

(1) State & local governments penalize building ownership, 
retail sales and Income when they tax such desirable things. 
Such taxes hurt the economy and cause the federal government 

to levy high income taxes to fund government programs. 

(2) State & local governments should get their revenue 

by taxing land assessments instead. Such a tax encourages land 
owners to develop their sites in order to obtain an income 
from the Improvement which can pay the higher land value tax 
and can pay for the Improvement also. When that Is done, 

Jobs and economic growth are created. Here is a revenue 
source that actually promotes economic growth at no extra tax 
cost to the taxpayer! Only a tax shift is Involved. 

In the 2l8t century, the repayment of the Social 
Security debt and the general budget debt will absolutely 
require such a tax, but there are ways by which the federal 
government can encourage state i, local governments to levy 
such a tax nowi 

o H.U.O. and D.O.T. can condition state & local grants 
on their adoption of a land value tax. 

0 H.U.O. can require enterprise zones to levy a land 
value tax. 

o H«U«0. can promote land value taxation. 

o H.UtD. can eetablleh land value tax new cities. 

There are also ways by which the federal government can 
levy a land value tax; see C.S.E. for advice on this (there 
are 16 land-value-taxing cities and a school district, and we 
have developed experience by working with all of themK 
There are many studies (some of which we have done) which 
substantiate all the claims made above, and many well-known 
authorities have endorsed this proposal, including seven 
recent American Nobel Prize winners In economics. 

Now is the time to act. Now is the time to get to the 
root of our taxation problem. 


AnonproIt t ^u c ^lOfmlhuidKllon 
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Written Statement 
of 

The Charitable Organization Working Group on Tax Restructuring 
Submitted by Price Waterhouse LLP and 
Caplin & Drysdale, Chartered 


Price Waterhouse LLP and Caplin & Drysdale> Chartered, on behalf of the Charitable 
Organization Working Group on Tax Restructuring (the **Working Group”), appreciate the 
opportunity to submit this written statement concerning the impact of tax restructuring on the 
charitable sector and on the continuing capacity of that sector to carry out its philanthropic 
mission. We also appreciate the opportunity to explain briefly the Working Group 's plans to 
study those subjects. 

The Working Group consists of public charities, private foundations, and groups 
representing both of those classes of charities. The charitable sector spans a broad and highly 
diverse range of institutions - - from large national organizations like the American Heart 
Association and the American Cancer Society, major universities, and human service 
organizations like the Boy and Girl Scouts to small, local groups like food banks, homeless 
shelters, and community service organizations. 

The Working Group plans to assemble relevant information about the various categories 
of those organizations, subject it to rigorous analysis, and examine the potential impacts of tax 
restructuring proposals on charitable giving, the tax exemption for charities, the cost of 
delivering charitable goods and services, and other aspects of the ability of charities to serve their 
multitude of beneficiaries throughout our society. In association with Price Waterhouse and 
Caplin & Drysdale, the Working Group intends to provide credible, useful analyses and 
economic studies resulting from its study to assist Congress and the public in evaluating key tax 
restructuring issues for the charitable sector and those it serves. 

The Working Group commends the Committee for focusing early attention through this 
hearing on how a complete overhaul of our tax system could affect the sources of funds for 
charities and their costs of operation. This is critically important since it impacts the ability of 
charities to provide vita] services to the American economy and society. Careful, thorough 
consideration is needed of all the potential ramincations of restructuring the tax system for 
charities, their donors, and their beneficiaries Co ensure the philanthropic sector's 
continued growth and well-being. 

The following are among the significant issues arising in the context of various tax 
restructuring proposals that demand careful study and thought: 

• Deductions for charitable giving: The fundamental efficiency of the charitable 
deduction under the present income tax system as an incentive to increased charitable 
giving already has arisen as a key issue. While the focus to date has been on the itemized 
income tax deduction for individual donors. Congress also should consider the significant 
impact of the present-law corporate charitable deduction and the estate and gift tax 
charitable deduction. Further, some proposals would limit deductions for gifts of 
appreciated property, affecting donations of stock and other securities, gifts of wilderness 
land and other real estate, donations of art works and other tangible personal property, 
and corporate gifts of inventory (such as donations by manufacturers of computers to 
elementary schools). 

• Taxation of charitable organizations as entities: Some tax restructuring proposals 
would modify the current-law income tax rules governing the treatment of exempt 
entities. For example, some presently tax-exempt organizations would be taxed on some 
sources of income under a new system for taxing general businesses. To the extent a 
charity’s sources of ftmds other than donations are reduced through taxation, the charity’s 
ability to serve its philanthropic functions would be diminished. This may come at the 
very time that government is downsizing and expecting the private sector to provide 
additional services that otherwise would not be funded or provided. 


Taxation of goods and services used or provided by charitable organizations: The 

impacts of imposing consumption taxes on services or goods provided by charities (such 
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as education and training, health and elder care, or educational materials) must be 
considered. If currently exempt goods or services purchased by charities were to be 
taxed, the charities’ ability to carry out their mission would be constrained further. 

• Taxation of fringe benefits provided by charitable organizations: Some proposals 
would subject charitable organizations to tax on the value of employer-provided health 
benefits and other nonretirement benefits. This approach, of course, would increase an 
organization’s cost of carrying out its charitable activities. 

• Reporting, compliance, and tax administration burdens: Charitable organizations are 
likely to face increased tax-related burdens under some restructuring proposals — for 
example, the collection of sales tax on services or goods it provides, the record-keeping 
entailed by value added taxes, and the valuation of fringe benefits provided to its 
employees. 

In urging careful study and analysis of the various ways in which tax restructuring could 
have important impacts on the charitable community, the Working Group does not disparage 
either the fhjstrations that have been expressed about the current system or the objectives of 
those seeking to overhaul it, such as increased savings and simplification. Rather, the Working 
Group wishes to stress that the impact on charities is not a tangential or marginal issue. The tax 
overhaul debate must address — as a core issue — how philanthropic activities will continue 
to flourish and serve multi-faceted purposes throughout the American economy and 
society. Adoption of otherwise attractive proposals without preserving the role of charities and 
protecting their beneficiaries would pose grave problems for this country and its citizens. 

It is instructive that as the governments of formerly communist countries in Eastern and 
Central Europe struggle to develop more efficient and humane societies, they often look to the 
nonprofit sector in the United Slates for both models and inspiration. America needs to continue 
to demonstrate its leadership in nurturing the growth of this non-government, non-business 
sector, under which groups of individuals through organizations assist other individuals to help 
their fellow citizens. 

The Working Group stands ready to assist the Committee in identifying and evaluating 
the impacts of tax restructuring proposals on the charitable community, providing needed 
infonnation and analysis, and developing these issues in a positive manner. 


Contacts for Charitable Organization Working Group on Tax Restructuring'. 

Mark L. McConaghy, Price Waterhouse LLP, Washington, D.C., (202) 414-1 700 
Thomas A. Troyer, Caplin & Drysdale, Chartered, Washington, D.C., (202) 862-5025 
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Chairman Archer. You have helped us move along this road. It 
is going to be a long road, a major undertaking, but I hope we can 
find the right answer to benefit everybody. 

Thank you very much. 

The Committee is adjourned. 

[Whereupon, at 3:53 p.m., the hearing was adjourned.] 
[Submissions for the record follow:] 
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STATEMENT OF CHIEF MASTER SERGEANT JAMES D. STATON, USAF (RET.) 

AIR FORCE SERGEANTS ASSOaATION 

Mr. Chaiiman and distinguished committee members, I am pleased to have this 
opportunity to share the enlisted (non-commissioned) military perspective as it pertains 
to federal tax reform. Enlisted members are, of course, those who are paid the least 
(anxrng military members) aixl do the majority of the hands-on work such as maintaining 
aircraft, providing security, walking perimeters, and acting as those that most directly deal 
with hand-to-hand combat. AFSA represents the millions of active and retired enlisted 
members of the Air Force, Air National Guard and Air Force Reserve, and their family 
members and survivors. 

While I will not go into comparing one tax plan over another, I ask that, during your 
deliberations, you consider the plight of the enlisted military members serving daily 
around the world, at great sacrifice and often separated from the ones they love, and 
especially for those who manage to serve a full career. Whatever reforms are adopted 
should incorporate income tax relief for these service members and their families. 

While tax reform is important to all Americans, it is especially important to enlisted 
military members because of their low pay scale. Many active duty aiimen must get 
second jobs to supplement their income. The vast majority of enlisted military retirees 
must work to economically survive. Thus, the more of their lower income that they are 
allowed to keep, the more comfortable their lives would be. AFSA asks that whatever 
plan this committee recommends, you consider tax relief for enlisted active duty and 
retired members. 

The enlisted military lifestyle is not conducive to saving for education or retirement. The 
frequent reassignments (with many costs borne by the member) make it next to impossible 
for the spouses of military members to achieve seniority or obtain other than low-paying 
employment. Over two-thirds of enlisted families have both parents working or are single 
parents. Many enlisted families live from paycheck to paycheck. Those who serve a full 
career enter the job market in middle age, usually without the benefit of a degree; 
therefore, the quality of their job prospects is not good. Tax relief could open the 
possibility of saving for important life events, e.g., emergeiKies, children’s education, 
surviving the transition to civilian life, etc. All too often these life events are neglected 
due to a lack of funds. 

In addition to their low pay levels, compared to coitmiissioned officers, enlisted military 
pay in general is estimated to be 13 percent below that of comparable civilian pay. 
Reflective of this is the fact that $24.6 million worth of food stamps was cashed in at 
military commissaries in 1995. 

One side benefit of tax relief would be to enhance recruitment by creating a major 
incentive for members to join the Armed Forces as enlisted members. While not paying 
them more directly, tax relief would be viewed as a benefit. 

Mr. Chairman, from this association's perspective, the most important point of tax reform 
is that it not add to the enlisted tax burden and that it protect as much of their lower 
income as possible. Whatever relief can be considered would be appreciated. Many 
sacrifices — including low income ~ are inherent in an enlisted military career. The 
government should do all it can to ease that burden. If reform of the federal income tax 
system will do so, then AFSA supports it wholeheartedly. We appreciate your attention 
and ask that you keep the enlisted members of our Armed Forces in mind as you 
formulate reconunendations for tax reform. Of course, as always, AFSA is ready to 
support you on matters of mutual concern. 


# 
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STATEMENT OF AMERICAN ARTS ALLIANCE 


INTRODUCTION 

Mr. Chairman and distinguished members of the committee, the American Arts Alliance 
is grateful for this opportunity to submit testimony on behalf of our 2,600 nonprofit professional, 
performing, exhibiting and presenting arts organizations nationwide. This testimony is intended 
to highlight the critical role of nonprofits in local communities and the necessity of continued 
favorable tax treatment of the charitable deduction while Congress examines fundamental tax 
reform. In the growing national discussion on tax reform, little has been mentioned of the effect 
any changes would have on the important tax-exempt sector of our economy. This testimony 
serves to address this important issue. 

In addition to the committee's focus on tangible financial data, it should also be aware of 
the philanthropic environment it fosters with its tax policies. Historically, the arts have relied 
primarily on the generosity of the private sector for support. Whatever plan is ultimately adopted 
should maintain or increase the current incentives for private giving which have so successfully 
bolstered a spirit of American altruism. 


ECONOMIC BENEFITS OF THE ARTS 

Nonprofit arts organizations are directly responsible not only for bettering the quality of 
cultural life in America, but are also a significant contributor to the national economy. Any 
changes to the basic financial structure of arts entities, such as a comprehensive tax reform plan, 
will have profound ramifications for the viability of every single nonprofit arts organization and 
the economic and cultural health of the communities which they serve. 

Nonprofit arts organizations create nearly $37 billion in economic activity in the United 
States every year and support 1.3 million American jobs. This activity generates $3.4 billion for 
the federal government through income taxes, as well as an additional $ 1 .2 billion in tax revenue 
at the state and local levels. If the commercial arts sector is included, the annual contribution of 
the arts to the American economy is $3 14 billion. 

In addition to tax revenue, the arts stimulate business development, spur urban renewal, 
and attract tourists. In 1994, international visitors alone spent $78 billion in the U.S, According 
to an in-flight survey conducted by the U.S. Travel and Tourism Administration, 23% of these 
international tourists visited museums or art galleries while in the country, and another 1 6% 
attended concerts or plays. 


FUNDING STRUCTURE OF NONPROm ARTS ORGANIZATIONS 

Over the years, the government has slowly fostered a three-tiered system of arts support 
that relies mainly on the private sector. These three tiers are: private sector contributions, 
government funding, and earned income. This funding structure demands that each of its 
features be in place for the arts community to continue to flourish. Any elimination, or even 
alteration, of just one of these funding supports would jeopardize the survival of the arts in 
America. 

This three-tiered funding structure has set off an explosion of American artistic activity. 
Due to the current public-private partnership that supports the arts, a significant increase in the 
growth of arts institutions has occurred since the 1960's with respect to the creation of nonprofit 
theaters, orchestras, and opera and dance companies. 

However, each essential component of the triple-tiered arts funding structure is currently 
under stress: NEA funding was cut 40% in FY 1996 and is threatened with full elimination after 
FY 1997, private giving has leveled off, and major donors readily admit that their resources are 
already stretched to the limit Earned income cannot be increased without nmning the risk of 
making the arts the sole province of the well-to-do. In light of this precarious situation for the 
future funding of the arts, the enactment of any fundamental tax reform which would eliminate 
the charitable deduction would be devastating. 
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Private Sector Contributions 

The deductibility of individual contributions has its genesis in the War Revenue Act of 
1917, which sharply increased tax rates to finance World War I. Motivated by a concern that 
higher taxes would be paid with money formerly used for philanthropy, Congress allowed a 
deduction for "contributions or gifts.. .for religious, charitable, scientific or educational 
purposes..." Since that time. Congress has affirmed the importance of the individual charitable 
deduction by passing numerous additional bills that have continually raised the limit on 
charitable contributions from a low of 15 percent to the current level of SO percent of adjusted 
gross income. 

Arts organizations also depend heavily on corporate contributions facilitated by the 
charitable deduction. In 1935, Congress allowed charitable deductions of up to five percent of a 
corporation's net profit. This was subsequently raised to ten percent of a corporation’s taxable 
income. 

Arts organizations rely on foundation grants as well. Congressional revisions in 1 984 
removed most controls on grant-making foundations, which have subsequently become more 
important than ever to arts organizations. 

Current Status of Private Sector Contributions 

With their commitment to keeping admission prices affordable to all, it should be no 
surprise that the economic health of American nonprofit arts organizations depends in large 
measure on the generosity of the private sector and enlightened federal tax policies. According 
to a Duke University study, cultural organizations and private contributions account for 36% of 
total revenue as compared with only 14% for education and research, 27% for social services, 
and 1 0% for the whole nonprofit sector. In 1994, the estiinate of private donations to arts, 
culture and the humanities was $9.3 billion, roughly $8.5 billion of which came from individuals. 
77% of arts contributions come from individuals. 

Private giving to the arts is simply not keeping up with the rate of inflation. According to 
1995 Giving USA, a publication releas^ by the American Association of Fund-Raising Counsel 
Trust for Philanthropy, when adjusted for inflation, private giving to the arts, culture and 
humanities decreased in 1994. 

A recent study by the President's Committee on the Arts and the Humanities, entitled 
"Lookiitg Ahead: Private Sector Giving to the Arts and Humanities," reports that most private 
sources of funding have, in fact, already reached their limit: 

• The average size of an individual's donation to the arts has fallen 47% from $260 in 1 987 
to $139 in 1993. 

• Increased giving by foundations to h uman service causes has driven the arts' share of 
foundation dollars down fixrm 14% to 12.7% in the 1990's. 

• The data for corporate funding show that corporate giving is iqr slightly. However, 
corporations tepreserrt only 4.7% of total giving to non p ro fi t s . In addition, arts 
organizations cannot rely principally on corporate funt^g since it fluctuates greatly 
depending on current econontic conditions. 

At a time when the federal government is turning to the private sector with increasing 
frequency to compensate for decreased federal support, private funding sources are responding to 
multiple requests from ail sectors of the norrprofit community. In order to respond to these 
requests, 24% of businesses report an expectation that they will decrease giving to the arts. 
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Government Funding 

Clearly, government support for the arts lies in this country's great tradition of private 
philanthropy. Even the National Endowment for the Arts (NEA)-founded in 1965 to provide a 
measure of federal funding for the arts—acts mainly as a catalyst to generate additional private 
funding for the arts. Although government funding amounts to only a small percentage of total 
income for nonprofit arts organizations, grants from the NEA, and to a lesser extent the state and 
local arts councils, not only provide vital funds in and of themselves, but the leveraging effect of 
these grants, which, in the case of the NEA, requite at least as much as a three or four-to-one 
match, stimulates private giving many times over the required match. 

Earned Income 

Earned income is also crucial to the financial well-being of nonprofit arts organizations, 
especially in the performing arts field. Earnings &om performance and ticket^admissions sales 
are particularly important to the operating budgets of the fields of dance, opera, orchestras and 
theatre as well as presenting organizations. 

Current Status of Earned Income 

Nonprofit arts institutions are dedicated to their mission of providing excellent artistic 
programming and making their programs widely available to all members of the community. 

Our membera also feel a strong responsibility to provide other services such as extensive and 
innovative educational and cultural outreach for school children, at-risk youth, senior citizens, 
and the physically challenged. 

In so doing, arts groups work to make their programs and services affordable to all. To 
accomplish these objectives, they must obtain significant amounts of financial support beyond 
ticket sales, admission fees, and other earned income. Revenue from earned income constimtes 
only about one-half to two-thirds of the total revenue of art museums, presenters, orchestras, and 
dance, opera and theatre companies. Ticket sales and other earned income do not and cannot 
ftdfy subsidize arts organizations. Symphony oichestras, for example, must raise an average of 
$26 per seat per perfoimance over and above the ticket prices just to break even. While earned 
income is crucial to the financial well-being of nonprofit arts organizations, these groups could 
not survive without the support of both the public and private sectors. 

The following charts illustrate the importance of individual contributions and provide a picture of 
the financial structure of art museums, orchestras, presenters, dance, opera and theatre; 



% of Total Income % of Total Income 
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SOURCES OF FUNDING FOR THE ARTS 
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SOURCES OF FUNDING FOR THE ARTS 


Opera (for 1994) 
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CONSEQUENCES RESULTING FROM ELIMINATING THE CHARITABLE 
DEDUCTION 

The elimination of the charitable deduction would have a profoundly negative impact on 
nonprofit arts organizations at a time when their financial underpinnings are already strained. As 
Congressional leaders speak about the need to decrease the role of the federal government and 
increase private participation in the American economy, it is important to note that altering or 
eliminating the charitable deduction would have precisely the opposite effect. The accounting 
firm of Price Waterhouse estimates that if the charitable deduction were eliminated, the level of 
charitable contributions would drop by about $20 billion annually. In addition, according to a 
new study by Duke University, nonprofits may lose up to 29% of the revenue currently generated 
through private contributions. 

Many of the tax reform plans being discussed would decrease rather than increase the 
incentive to give. The most prominent plans would eliminate the charitable deduction or would 
create a deduction for savings that would make charitable giving no more tax-favored than 
investing. At a time when nonprofit arts organizations need an increase in charitable giving to 
offset cuts in the public sector, the tax reform debate should focus on how to enhance the 
charitable tax deduction, not whether it should be retained. Non-itemizers lost their ability to 
deduct charitable contributions in 1986. In 1990, upper-income taxpayers watched the value of 
their deductions, including the charitable deduction, decline as a result of the 3% floor. The 
American Arts Alliance opposed both these measures and continues to support restoration of the 
full deductibility of charitable contributions. 

Nonprofit arts organizations would be particularly at risk if the charitable deduction is 
eliminated because they depend in large part on contributions from individuals at high average 
income levels (over $59,000 in 1991 and over $56,500 in 1993). The giving behavior in this 
group is much more likely to be influenced by changes in the tax law than the population as a 
whole. 


The tax law changes of the 1980's demonstrated that such changes have their greatest 
effect on the wealthiest taxpayers. Wealthy donors decreased their gifts noticeably after tax 
changes in 1981 and 1986 reduced their rates. Some high income groups never returned to their 
previous giving levels. Median giving by people with pre-tax incomes of $ I mi II ion dropped 
from $18,569 in 1981 to $9,264 in 1990 in inflation adjusted dollars. Moreover, lead gifts, 
important fundraising catalysts, would dry up as they would no longer be economically 
advantageous. 

Many nonprofit arts organizations are currently operating with a deficit. For many art.s 
groups, there are no economies of scale. There is no fat left to cut. An opera company, for 
example, cannot decrease essentials like the size of its chorus or the size of the orchestra to 
reduce costs. Nonprofit arts organizations cannot afford the reduction in their levels of private 
support that would be the result of eliminating the charitable deduction. 

Whether or not arts organizations would be better off in the long term as the result of 
fundamental tax reform depends on what plan is ultimately adopted. Proponents of the flat tax, 
for example, assume that if the average taxpayer has more after-tax income, that taxpayer will 
use a portion of that income to increase the amount of his/her charitable contribution. Such 
assumptions are speculative at best. There is no factual or historical data to support such 
conclusions since charitable contributions have always been tax deductible. On the contrary, a 
recent poll of 1,015 adults conducted by Opinion Research Corporation for the Nonprofit Times 
revealed that "76% of those polled said that they would contribute the same amount as pre-flat 
tax and 15% said they would contribute less." 

Unless careful consideration is given to nonprofit organizations, the transition from one 
tax system to another will result in many nonprofit groups having to shut down. A vast majority 
of the groups forced to shut their doors would be from rural and inner-city areas with populations 
which historically have been under-served by the arts. While many of the bigger companies, 
museums, orchestras and presenters would survive, they would have to cut their 
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ducation and outreach programs. This is anathema to their missions as community 
rganizations. 


HE EDUCATIONAL ROLE OF NONPROFIT ARTS ORGANIZATIONS AND TAX 
OLICY 

Often overlooked, the educational benefits of the arts are true testament to their value as a 
ational priority. For example, according to the College Entrance Examination Board, students 
f the arts continue to outperform their non-arts peers on the Scholastic Assessment Test (SAT). 

1 1995, SAT scores for students who studied the arts more than four years were 59 points higher 
n the verbal portion and 44 points higher on the math portion than students who had no 
xperience in the arts. 

Because of the mounting evidence linking the arts to basic learning, some researchers 
:fer to the arts as “The Fourth R.” “Eloquent Evidence: Arts at the Core of Learning” is a 
ampilation of results of studies conducted all across the country. These studies show dramatic 
isults as to the value of the arts in educating our children. Teachers from every part of the 
auntry reported that arts education in the curriculum resulted in students writing better essays, 
aving a greater conceptual understanding of core subjects, improved reading and vocabulary 
amprehension, increased creativity, more interactive classroom discussions, better analytical 
rills, greater self-esteem, self-acceptance and acceptance of others. For instance, the “Learning 
) Read Through the Arts” program in New York City resulted in students improving an average 
f one or two months in reading for each month they participated in the program. 

Arts programs are also effective in promoting character development of America's youth, 
is no surprise that a recent national study found that organized youth activities can deter high- 
sk behavior in adolescents. The study concluded that students who participated in various arts- 
:lated activities (orchestra, chorus, drama, etc.) were significantly less likely than 
onparticipants to drop out of school, be arrested, use drugs, or engage in binge drinking. 

Moreover, the United States government has historically recognized the educational value 
f nonprofit arts organizations, and has always acknowledged that America draws great spiritual 
enefit from the arts. The arts illuminate the human condition, our history, contemporary issues 
ad our future. 


WPACT OF TAX POLICY ON NONPROFIT ARTS ORGANIZATIONS: THE CASE 
•F APPRECIATED PROPERTY 

While private philanthropy would continue in the absence of the charitable contributions 
eduction, there can be little doubt that Federal tax policies have a major impact on giving, 
hanges in the tax treatment for gifts of appreciated property provide a particularly clear 
xample. 

Nonprofit arts organizations, especially art museums, saw a tremendous decline in gifts of 
epreciated property after enactment of the Tax Reform Act of 1986. Surveys conducted by the 
ssociation of Art Museum Directors (AAMD) covering the years 1986 through 1990 reveal a 
ramatic 63% drop in the number of donations to museums. During this same period, acquisition 
3sts increased by 62%, causing the actual number of acquisitions to decrease by 75%. Many 
luseums suffered tremendous declines in giving. The Walker Art Center in Minneapolis 
iffered a precipitous 80% drop in the value of artworks received during that four year period, 
he Brandywine River Museum in Chadds Ford, Pennsylvania experienced a devastating 76% 
ccrease in the value of art donated from 1 989 to 1990. 

In the Fall of 1990, Congress amended the Internal Revenue Code to allow benefactors to 
ike deductions for gifts of appreciated tangible personal property in 1991. This action gave rise 
I an explosion of gifts during that year. An AAMD sample survey of its membership revealed 
lat during 1991 the number of objects donated increased by 159% from 1990, and that the value 
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of these donations increased by 367 %. Many benefactors specifically stated to museums that 
they were making their donations in 1991 because of the tax window. 

In 1993, Congress made permanent the deduction for appreciated property and nonprofit 
arts organizations have seen their contributions of such property return to healthy, pre- 1 986 
levels. 


SUMMARY 

Nonprofit arts organizations contribute significantly to the cultural and economic well- 
being of America. Although arts organizations have flourished since the 1960's, they continue to 
face unprecedented financial hardship in the 1 990's. Stagnating private contributions, combined 
with huge cuts in federal arts funding, have left arts groups to stretch their resources to the limit, 
and beyond. 

The American Arts Alliance understands that changes to some parts of the federal tax 
code could improve the current system. However, we urge the committee to be sensitive to the 
needs of nonprofit arts organizations in evaluating the merits of such proposed changes. We 
particularly request that Congress retain the charitable deduction in whatever tax reform plan is 
adopted so that current incentives for private giving are maintained or increased, and a smooth 
transition from one system to another is ensured. Arts organizations depend on this deduction to 
provide an incentive for individuals and corporations to continue contributing to the arts, 
especially during these economically difficult times. Its elimination would have devastating 
effects on the nonprofit arts community. 

We urge the committee to consider the essentia! role of the charitable deduction in the 
funding structure of nonprofit arts organizations when evaluating tax reform proposals. These 
groups serve national goals in education, economic development, and community outreach, 
especially in rural and inner-city areas. Arts and cultural organizations are a vital component of 
community life allowing everyone to appreciate our nation’s culture and heritage through 
excellent artistic programming, extensive educational and social outreach activities, and efforts 
to bring diverse groups together. 

The charitable deduction is an investment that realizes significant returns, both 
measurable and intangible, and is well worth preserving. 



386 


STATEMENT OF AMERICAN HEART ASSOCIATION 


The American Heart Association (AHA) is pleased to submit the following 
statement to the Committee on Ways and Means regarding the impact on tax- 
exempt entities of replacing the Federal Income Tax. 

The American Heart Association is a non-profit, voluntary health 
organization funded by private contributions. The mission of the Association is 
to reduce disability and death from cardiovascular diseases and stroke. 
Cardiovascular diseases cause almost as many deaths as all other causes of 
death combined, at an estimated cost in 1994 of nearly $128 billion in medical 
expenses and lost productivity. To combat and prevent more deaths from 
cardiovascular diseases, the AHA places a special emphasis on cardiovascular 
research, cardiovascular education and revenue generation. It Is in these areas 
that the AHA invests its resources. 

In 1994-95, the AHA raised $317.9 million. Of that total, $256.5 million 
came from public support. Public support includes income from contributions, 
special events, legacies and bequests, and other funds received indirectly from 
fund-raising agencies. The AHA receives no direct funding from the federal 
government. 

To support its mission the AHA has contributed almost $1.4 billion dollars 
to cardiovascular research since 1949, and has developed educational 
programs designed to promote health, and to prevent and reduce the risk of 
heart disease and stroke. In 1994-95, the AHA spent $93,9 million on 
research; $61.2 million on public health education; $37.8 million on professional 
education; and $43.4 million on community services. With those funds, the AHA 
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informed 47.7 million Americans about what they can do to prevent heart 
disease and stroke. The AHA also serves as the public's unwavering advocate 
in the fight against heart attack and stroke. More than four million volunteers 
are active in the work of the AHA. 

Data shows that the amount of charitable giving is clearly related to the 
deductibility of the contribution. For example, charitable contributions by 
nonitemizers increased by 40 percent from 1985 to 1986 when the percentage 
deductibility of such contributions rose from 50 to 100 percent. A few examples 
of patterns of giving make a strong case for deductibility. Itemizers earning 
$30,000 - $39,999 contributed 3.0% of income, compared to 1.1% for 
nonitemizers. For those earning $75,000 - $99,000, the ratio was 2.2 to 1 . 
Overall, the average annual amount contributed by itemizers is $1,313, 
compared to $509 for nonitemizers. 

In 1990, Congress enacted a three percent floor on the amount of 
certain deductions, including those for charitable contributions. Although this 
was supposed to be a temporary measure. Congress eventually made the 
charitable deduction limit permanent. This change to the tax code continues to 
pose a great threat to the nonprofit sector. The three percent floor provision 
applies to itemized tax deductions for individuals and families with incomes over 
$100,000, and limits the amount that can be deducted for charitable gifts. While 
the provision does not significantly impact charitable giving, it continues to 
concern the AHA in that the potential exists that the three percent figure could 
easily be raised in order to generate more federal revenue. Overall, it sets a 
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bad precedent, it's inequitable and it's an added complication to the average 
taxpayer. 

Congress has a long history of encouraging charitable deductions 
through the tax code. Currently, those subject to the top federal income tax rate 
have an after-tax cost of only about 60 cents on the dollar. We are worried 
over a series of recent tax reform plans which could impact negatively on 
charitable giving. For example, a number of “flat tax" proposals would 
completely eliminate the charitable deduction. 

According to Independent Sector, approximately 32 million itemizers 
reported $63 billion in charitable contributions in 1992. If the deductibility of 
contributions were eliminated, the level of giving would have dropped by $20 
billion annually. Organizations like the American Heart Association would be hit 
hard. Further, the American public supports the continuation of the charitable 
deduction. According to a Time/CNN poll, more than 6 in 10 Americans would 
not be in favor of a flat tax with no charitable deduction. 

Studies also show that the increase in disposable income for certain 
taxpayers which might result from the lower rate of taxation contained in some 
tax reform proposals are dwarfed by the loss of the charitable deduction 
incentive. According to the Internal Revenue Service, average gifts to charities 
by individuals with incomes over $1 million annually dropped nearly 50 percent 
when the top rates fell from 70 percent to 39.6 percent. This is the result of a 
change in the “price of giving." Using the above rates, the price of giving rose 
from 30 cents on the dollar to 60.4 cents on the dollar. Studies show that a 
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change in the price of giving is inversely proportional to the amount of giving by 
a factor of 1.13. 

The balanced budget debate of the 104th Congress has highlighted the 
very real possibility of major cuts in federal funding for health, education and 
social welfare. The nonprofit sector will be called upon like never before to fill 
the void with programs and services. Rather to create disincentives to 
charitable giving, Congress should secure passage of legislation like H.R. 1493, 
sponsored by Representatives Crane, Cox and Rangel, which would reinstate a 
limited version of the charitable deduction for non-itemizers and terminate the 3 
percent floor for charitable giving. We believe it is an appropriate time for the 
Congress to pass legislation to provide incentives to charitable giving. 

As a matter of public policy, our government has long endorsed the 
notion that nonprofit entities, which serve the public good, should be 
encouraged and supported. Since 1917, the tax code has been used to further 
this aim through the charitable contribution deduction. However, as we 
discussed earlier, recent developments in tax law have limited the ability of 
contributors to deduct charitable contributions. Members of the non-profit sector 
urges the Congress to carefully consider the needs and benefits of charitable 
organizations during its consideration of possibly restructuring of the tax code. 
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STATEMENT OF THE AMERICAN RED CROSS 
TO THE HOUSE COMMITTEE ON WAYS AND MEANS 
ON 
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JENNIFER DUNLAP 
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AMERICAN RED CROSS 


On behalf of the American Red Cross, I want to thank Chairman Archer and the Ways and 
^eans Committee for providing the opportunity to present testimony on the effects on our 
organization of fundamentally revising the current income tax system. 

I am sure I speak for many of the 1 .4 million volunteers and staiT of the nearly 2,000 operating 
units of the Red Cross in expressing periodic frustration with the complexities of the current tax 
code! While the current lax system may benefit from some well-considered reforms, the public 
support of the American Red Cross is very tax-sensitive, and could be significantly and adversely 
impacted by certain proposals to redefine the tax base. The removal of tax incentives to give to 
the American Red Cross would significantly threaten its ability to adequately provide assistance 
to its clients. 

Since Clara Barton founded the American Red Cross in 1881, the Red Cross has become the 
trusted symbol of immediate response to emergencies. Indeed, the American Red Cross was 
chartered by the Congress in 1905. It performs a number of services which otherwise might have 
to be assumed by the government. For instance, the Red Cross is the only non-govemmental 
organization charged with undertaking a role mandated by the Federal Emergency Response Plan 
- providing emergency mass care during natural disasters. 

With chapters across the country, in communities large and small, urban, suburban and rural, 
wealthy and poor, the Red Cross is almost always among the first to respond when a disaster 
strikes. After the Oklahoma City bombing in April 1995, for instance, the Red Cross was there 
within minutes, assisting victims and comforting concerned families. Because of the localized 
nature of most emergencies, disaster fund-raising is a requirement of all Red Cross chapters. 

Red Cross policy dictates that chapters raise funds to meet the cost of disaster relief operations 
within their jurisdiction, with national headquarters becoming involved when disasters are of 
significant magnitude. This decentralized responsibility for service delivery, combined with 
centralized policy and guidance, enables the Red Cross to give prompt, efficient assistance. 
However, this assistance requires an adequate ftmding base. 

The American Red Cross relies primarily on the financial support of the American people 
through donations of money and time. Americans are a generous people, a fact which is 
especially clear during times of catastrophic disaster. However, in other years, such as fiscal 
1 994- 1 995 when there were many non-catastrophic disasters that failed to attract enough media 
attention to make them memorable, total public support can fall dramatically. While fiscal '94- 
'95 saw contributions fall almost 8% from the previous year, it also stood second only to the year 
Hurricane Andrew struck south Florida as the most expensive year for disaster service costs in 
Red Cross history. 

For example, Tropical Storm Alberto ripped through Alabama and Georgia in July 1 994, causing 
extensive flooding - total cost of assistance to victims, $17.9 million. In October 1994, torrential 
rains pelted Houston, Texas - total cost of assistance to victims, $14.2 million. These are the 
types of disasters that affect people who are served each day by the Red Cross, compassionately 
and competently, without much fanfare, which nonetheless add up to hundreds of millions of 
dollars of assistance each year. 
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The Red Cross is taking the necessary steps to bring its budget into balance and the charitable 
contribution deduction is a vital tool in its fund-raising efforts. Charles Clotfelter and Richard 
Schmalbeck of Duke University have estimated that the elimination of the charitable deduction, 
as envisioned in such proposals as the flat, retail sales or value added taxes, would result in a 1 0 
to 22 percent reduction in charitable giving. Based on the contributions received during the last 
fiscal year, if these estimates are correct, such a change could result in an annual loss of revenue 
to the American Red Cross of some $46 million to $102 million. Other economists, including 
those at the firm of Price Waterhouse, have indicated that the loss of the deduction could result in 
a fall-off of contributions of up to 30 percent, which could conceivably cost the Red Cross over 
$130 million per year. Needless to say, such an impact on the funding base of the American Red 
Cross would have devastating consequences on its ability to respond to local and national 
disasters, not to mention its efforts to support military families in crisis and ease human suffering 
around the world. 

''While the charitable deduction is perhaps the issue of greatest concern to the Red Cross and the 
charitable community, it is by no means the only charitable incentive that could be endangered 
by a fundamental tax restructuring. Congress has granted tax-exempt status to public charitable 
organizations described in Section 501(c)(3) of the Internal Revenue Code. This tax-exempt 
status is critical to enable the Red Cross to carry out its congressionally-chartered purposes. 
Section 50 1 (c)(3) allows an interaction with the Red Cross based on a spirit of altruism and an 
understanding that we function on a not-for-{vofit basis, entrusted with public purposes and 
barred by law from private gain. A pure retail sales tax or a value added tax could eliminate this 
fundamental tenet of charitable status and greatly increase operating costs. 

The estate tax, with its current unlimited charitable deduction, provides a strong incentive to 
charitable giving. The Red Cross has benefited increasingly from donations in the form of trusts 
and bequests, which have been crucial to its ability to compensate for declining funding from 
other sources. Similarly, its corporate funding base, an increasingly important target of its fund- 
raising efforts, could be sharply depleted by the loss of a charitable deduction for businesses. 
Another key issue is tax-exempt bond interest. Charitable organizations, including the American 
Red Cross, rely on access to tax-exempt bond financing to provide needed capital. All these 
incentives to charitable giving would be threatened by the imposition of a pure consumption tax. 

The purpose of many tax reform proposals is to stimulate individual savings and investment 
which in turn would spur economic growth. This is certeinly an admirable goal in that economic 
growth always has a number of tangible and intangible benefits to society. However, individual 
savings and investment incentives should not come at the expense of charitable giving 
incentives. The charitable deduction represents more than simply a monetary incentive to give. 

It represents a policy of government support for charitable giving which has existed since 1917. 
The charitable deduction is relatively easy for taxpayers to understand and its costs to the 
Treasury are minimal compared to the advantages it provides to society. 

Perhaps most importantly, the charitable deduction empowers individual taxpayers. When a 
taxpayer makes a contribution, he or she selects what public purposes to support, rather than 
having the government make that determination. The American Red Cross is grateful that so 
many taxpayers choose to support it and is hopeful that our nation’s tax laws will allow this 
tradition with the American people to continue. 

In summary, the unique relationship of the American Red Cross with the Federal Government 
not only encourages, but requires it to provide services to Americans facing emergencies. It is an 
organization with heart, but also with an obligation. The American people depend on the 
American Red Cross and its dedicated volunteers to bring compassionate support and practical 
assistance to those who have nowhere else to turn. The Red Cross can no more control what its 
financial obligations may be in a given year than it can control the weather. In granting it a 
charter in 1905, Congress recognized its role and responsibilities and it has successfully 
endeavored ever since to perform this mission. The Red Cross relies on the American people 
who give to it out of a sense of altruism and community. However, altruism does not exist 
independently of the laws of economics. Tax incentives are a major determinant in how much 
people give to charity. The American Red Cross leali^s it is healthy to periodically reexamine 
the assumptions behind our tax policy. To eliminate the charitable contribution deduction and 
other philanthropic tax incentives, however, would compromise its ability to help Americans 
translate their caring and concern for others into immediate action. 
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I am president of the American Society of Association Executives (ASAE), a not- 
for-profit, tax-exempt, umbrella organization organized to serve and represent association 
executives and associations. Its membership includes approximately 23,500 association 
executives and staff, as well as suppliers of goods and services to the association 
community. Approximately one-third of the association executives and staff manage 
charitable and philanthropic organizations; the remaining two-thirds manage professional 
societies and trade associations. The more than 10,7(X) organizabons managed by ASAE 
members include international, national, regional, state, and local groups, as well as 
multi-tiered federations and coalitions. ASAE is submitting this testimony on behalf of 
the organizations it represents, all of whom have a strong interest in this issue. 

ASAE i 4 )p]auds the work of this Conunittee in its efforts to simplify the tax code. 
We are grateful for the opportunity to submit this testimony. 

I. Tax Refonn and AssodaUoiis 

The various tax reform proposals being considered by this Committee raise 
serious questions about the ultimate effect reform will have on the continuing viability of 
associations. Specifically, ASAE has identified three areas that might adversely affect 
associations and their members. First, though many of the proposals are short on 
specifics at present, it appears that at least some plans consider the removal of the tax 
exemption for associations. Second, the business tax deduction for dues payments to 
associations may be in jeopardy. Third, ASAE is concerned about proposals to remove 
the tax incentives for charitable giving. 


A. The Association Tax Exemption 

ASAE opposes any effort to erode the current tax exemption for 501(c)(6) and 
501(c)(3) organizations unless the end result maintains the current effect of nonprofit tax 
principles and policies. Any net damage to nonprofits will result in a diminution in the 
benefits associations provide to American society, especially in the areas of standard- 
setting, education, self-regulation, codes of ethics, philanthropy, research and 
development, and advocacy. 


Education 

Given the important work that asscxiiatrons do, and the effects that such work has 
on the federal budget, any increase in tax revenue derived from discontinuing the tax 
exemption for trade associations will likely be small compared to the services that will be 
lost. Associations, which employ more than 500,0(X) Americans, are the primary source 
of continuing adult education. A recent ASAE study found that 90 percent of 
associations offer educational programs to their members and the public, spending more 
on continuing or specialized education than any state, except for California. Such 
education enhances the knowledge, productivity and professionalism of the American 
work force. 
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Safety and Professionalism 

Associations are also very much involved in standard-setting, acting to ensure the 
safety of every light socket, hair dryer, high chair and electrical outlet. Without 
associations, much of this activity would likely become the federal government’s 
responsibility. Association codes of ethics and professional standards govern professions 
such as law. medicine, banking, and manufacturing. According to a study of associations 
conducted by the Hudson Institute, associations spent almost $300 million on safety 
standards in 1989. 


Research and Statistics 

That same study also found that two-thirds of all associations engage in research 
or statistical gathering that businesses and government rely upon for their statistical 
information. Groups like the Juvenile Diabetes Foundation and the American Cancer 
Society conduct medical research that is helpful to countless Americans. 

It is impossible to predict how many associations would dissolve absent a tax 
exemption, and how severely they will scale back their educational, standard-setting and 
research activities when faced with steeper tax bills. But it is clear that such an increased 
tax burden on associations would place a number of these beneficial programs in 
jeopardy. 


Paying Taxes Already 

It should also be pointed out that associ^ons are currently tax-paying 
organizations. The tax on business activities not related to organizations’ tax-exempt 
functions accounted for more than $372 million in federal tax revenue in 1994. The 
unrelated business income tax prevents abuse of the tax exemption, levels the playing 
field for small businesses and provides a significant amount of revenue for the federal 
government. ASAE does not oppose those tax reform proposals which retain a tax on 
unrelated business conducted by exempt organizations. 

B. The Business Tax Deduction for Membership Dues Payments 

At least some association members are currently able to deduct at least a portion 
of their dues payments as ordinary and necessary business expenses. ASAE supports this 
deduction as consistent with the traditional definition of taxable income (gross income 
less the cost of doing business). As a primary source of education and information on 
industry practices and standards, association membership is clearly an ordinary and 
necessary expense for doing business. 

There are also strong policy reasons for maintaining some form of business tax 
deduction for association member dues. Encouraging people to join associations through 
this tax incentive will help ensure that safety standards are widely promulgated, and that 
Che American work force is well-educated. 

C. The Tax Deduction for Charitable Giving 

A number of ocher organizations have commented recently about the importance 
of retaining the tax deduction for giving to organizations exempt under Section 501(c)(3) 
of the Internal Revenue Code. ASAE agrees with these past commentators that this 
deduction is a significant enticement to make donations. Retaining this deduction will 
allow charitable and education organizations to continue to do their good deeds — 
activities that, without the efforts of these organizations, would likely have to be 
conducted by tiie government. 

n. The Impact of Specific Plans On Associations 

Though the plans being considered by this Committee vary in specificity, listed 
below are ASAE’s general impressions on bow each proposal will affect tax-exempt 
associations. 
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A. The Anney/Shelby Flat Tax 

The Armey/Shelby flat tax would apply a flat 17 percent rate (20 percent in the 
first two years) to wages and salaries and pension distributions received by individuals. 
All current-law deductions, including those for mortgage interest and charitable 
contributions, would be eliminated. No deduction would be allowed for interest 
expenses, most taxes, employee fringe benefits, or charitable contributions. The Armey 
proposal would maintain a deduction for employee wages and qualified pension 
contributions. 

Tax-exempt organizations apparently would not be subject to the business 
activities tax, but would be subject to a tax on the amount of remuneration for services of 
an employee other than wages. The bills would also expand the availability of qualified 
retirement plans. The tax on remuneration other than wages will not likely have a 
significant effect on tax-exempt organizations, providing that the other activities of an 
association would not be subject to the business lax. The proposal to increase the 
availability of qualified retirement plans would significantly enhance associations’ ability 
to attract top quality staff, since many associations are currently barred from offering 
401(k) plans to their employees, because of shortsighted congressional meddling in 1986. 
ASAE wants ail employees of nonprofits to be able to participate in 401(k) retirement 
programs. 

The Armey/Shelby plan’s elimination of a tax deduction for corporate and 
individual charitable contributions, and the elimination of a business tax deduction for 
association member dues raise serious concerns. A significant incentive to join 
associations and to give to charities would be removed, resulting in less donations and 
fewer association members. The ultimate result will be that private sector organizations 
will have to scale back their programs that help people, educate American workers, and 
ensure safety. 

B. National Sales Tax 

The “National Retail Sales Tax Act of 1996" (H.R. 3039) would impose a tax on 
gross payments for the use, consumption or enjoyment of any taxable property or service. 
Dues, contributions and payments to a qualified nonprofit organization generally would 
not be subject to tax. The plan retains a provision that is similar to the current unrelated 
business income tax, providing that the 15 percent sales tax will ^ply to transactions that 
are not substantially related to the exempt purpose of the organization or is commercially 
available. To the extent that this categorization of unrelated business is similar to the 
current tax code definition, ASAE does not oppose it. 

Also, the exemption of 501(c)(3), (4), (5), (6), (8), and (10) organizations from 
paying the sales tax for services or goods purchased is a welcome provision. 

The National Retail Sales Tax Act would provide no incentive for charitable 
giving or for joining associations — with no tax on income, there can be no concomitant 
income tax deductions. Absent the incentives for charitable giving and association 
membership, the net effect on nonprofit organizations will likely be a downturn in the 
amount of donations they receive and on the number of members joining associations. 

It should be noted that, though making a transition in any of these reform plans 
will present problems, adapting to a national sales tax will likely be the most difficult. 
For nonprofit organizations, getting an exemption flom the sales tax would require 
application for a certificate from the tax administrators of each state. 

C. Value-Added Tax 

It is not clear what impact the imposition of either a credit-invoice method or 
subtraction method value-added tax will have on nonprofit organizations. In general, it 
appears that the tax exemption for associations and other nonprofits may be retained in 
such a system, though it would be a complex maneuver to do so, since the value added- 
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tax is imposed at every stage of the production and distribution process of goods and 
services. Also, as with the national sales tax, there is no room for charitable and business 
tax deductions. 

D. USA Tax Act of 1995 (S. 722) 

The USA (“Unlimited Savings Allowance”) Tax Act would maintain progressive 
tax rates (up to 40 percent) for individuals, but would tax only consumption; ^d it would 
impose a flat, low-rate (11 percent) tax for business on a base similar to that of a 
subtraction method value-added tax. 

The USA Tax Act would exempt from the business tax only a limited subset of 
presently tax-exempt nonprofit organizations. Several tyi>es of organizations would lose 
their exemption, including most trade and professional associations. Organizations 
exempt from the business tax would continue to be subject to tax on their unrelated 
business income. 

The USA Tax plan's exclusion of trade and professional associations from its list 
of tax-exempt organization presents a serious problem that could have a net effect of 
costing the government more than it gains by imposing the tax on associations. As 
nonprofit, tax-exempt organizations, associations now play a significant role in training, 
education, and safety. Currently, associations that conduct activities that are not 
consistent with their tax-exempt purpose are taxed on the revenue from those activities. 
Removal of the tax exemption for associations will have the effect of discontinnrng 
valuable education, safety and research program, causing some associations to dissolve 
and others to cut programs. The removal of these programs will result in a void that — at 
least in some instances — will have to be filled by government. 

The USA Tax on individuals would: (1) maintain a deduction for most charitable 
contributions; (2) restrict the deduction for most contributions of property to the lesser of 
the donor’s original cost basis or fair market value; and (3) maintain the exclusion from 
income for tax-exempt bond interest. It would also create a new deduction for up to 
$8,000 of qualified education expenses annually. These measures are not expected to 
have a strong effect on charitable giving. 

Eli. Conclusion 

When the Committee considers these proposals for structural tax reform, 
Members should keep in mind that associations continue to serve as a valuable, cost- 
effective alternative to the government — providing education to its members, ensuring 
safety in the American work place, and supplying government with detailed statistical 
research. The tax exemption, the business tax deduction for member dues payments, and 
the deduction for charital^le contributions are a small price to pay for the efficiency- 
improving and safety-enhancing work done by associations. 
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Mr. Chairman and Members of the Committee: 

I am Dorothy Ridings, President and CEO of the Council on 
Foundations. The Council is a nonprofit, charitable membership 
association of grantmaking foundations and corporations. Our 
members now number over 1,400. Together they hold the bulk of 
the assets of the foundation community and make the majority of 
that community's charitable grants each year. 

I am pleased to have the opportunity to testify today about 
the impact of tax restructuring on America's charities, 
particularly private foundations. The Council on Foundations is 
seriously concerned about this subject and will be devoting 
substantial time and energy to studying it in depth during the 
coming months. In the meantime, let me begin by offering the 
Council as a source of information about grantmaking foundations 
{private, community and corporate) and the important work they 
do, I look forward to working with Congress as it undertakes 
this significant reassessment of our tax system. And I commend 
this Committee for focusing early on the implications of tax 
restructuring for America's charitable organizations. 


I . Private Foundations: a kev resource for America's charities 

Any tax reform that Congress enacts must be crafted to 
protect and support our nation's charitable organizations. 
America's charities hold a special place in our democratic 
society. Organized for public purposes yet independent of 
government, charitable organizations constitute an important 
bulwark for our pluralistic system of social organization. 
Schools, churches, hospitals, youth groups, arts organizations, 
and a host of other nonprofit charities all work to provide 
services that are crucial to the health of our national community 
and our democratic process. Both through the services they 
provide and the opportunities they create for the rest of us to 
participate in helping others, ' charities shape our character, 
expand our horizons, and help us bridge the divisions that too 
often separate us. 

Grantmaking foundations play a key role in maintaining the 
vitality of America's charities. This year we predict 
foundations will contribute more than $12 billion to charitable 
organizations. These grants fund a vast array of charitable 
activities including scientific and medical research, 
strengthening the American educational system, and assistance for 
the disadvantaged — to name only a few of the multitude of 
charitable purposes foundations support. Foundation grants have, 
for example, been responsible for 

• The Salk polio vaccine, 

• The pap smear, 

• The cure for yellow fever, 

• The development of the modern hospice movement, 

• Expansion of America's system of junior and community 
colleges , 
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• The Emergency 911 response system.^ 

The importance of foundation grants to America's charities 
cannot, however, be measured by a list of the highly successful 
grants or even by the total dollars provided to charities each 
year. Compared with total U.S. charitable giving of more than 
$120 billion, foundation grants might seen a relatively small 
portion of the overall support charities receive. This 
comparison, however, grossly understates the significance of 
foundation support. Because their funds are generally not 
committed to annual operating budgets, foundations are uniquely 
flexible institutions that can quickly readjust their funding 
priorities to adapt to changing circumstances. Hence, 
foundations greatly increase the ability of the charitable sector 
to respond dynamically to evolving social needs. 

The elements of flexibility and dynamism foundations provide 
are becoming ever more important to the charitable sector as it 
adapts to reduced levels of government support. Current and 
anticipated reductions in government programs as well as reduced 
federal payments to charitable organizations will force many 
charities to reassess their capacity to provide badly needed 
services and put additional pressure on their ability to raise 
funds from private sources. During this period of transition, 
foundations can provide essential assistance. Because of their 
independence, foundations can provide the "research and 
development" funds for new and more efficient modes of coping 
with the problems charities will confront as government funds 
decrease. Moreover, through the mechanism of matching grants, 
foundations are able to leverage their funds to greatly increase 
the total benefit of their grantmaking for operating charities. 

Equally important, foundations have already proved 
themselves adept at working with government to streamline service 
delivery and' discover cost-effective alternatives to traditional 
approaches. Foundations have, for example, supported successful 
public-private partnerships in urban economic development and 
sponsored important research on how to make our health care 
delivery system more efficient. Through targeted grantmaking of 
this kind, foundations are able to generate synergies among 
government, private experts, national charities, and local groups 
working to develop innovative solutions to longstanding problems. 
The heightened budgetary pressures on government will much 
increase the need for such cooperation. 

In 1965, after a thorough and searching evaluation of the 
foundation field, the U.S. Treasury Department concluded that 
private foundations "constitute a powerful instrument for 
evolution, growth, and improvement in the shape and direction of 
charity." That assessment remains true today, and it will become 
dramatically more important that foundations continue to play 
this role in the years ahead as they are called upon to help 
charities adapt to reduced government funding and increased need 
for charitable services, 

II . Congress should increase incentives for charitable giving to 

private foundations 

As Congress considers alternative structures for our system 
of taxation, it must bear in mind an additional factor that makes 
this a decisive moment for the future health of the charitable 
sector. The concentration of new wealth in hands of high income 
individuals has increased sharply. During the 1980' s and early 


^ I have attached a document we call Philanthropy's Great 

Grants which tells the story of these and several other important 
foundation grants. 
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nineties, entrepreneurs and investors de'«''eloped significantly 
enlarged financial resources, causing the ranks of potentially 
significant charitable givers to grow to proportions virtually 
without precedent during this century. In 1980, there were 
roughly 4,000 millionaires in this country. Today, there are 
approximately 64,000. Much -- perhaps most --of this new 
capital is held in the form of highly appreciated stock. 

These recent accumulations of considerable private capital, 
coupled with the major increase in the need for charitable 
services caused by reduced government spending, highlight the 
pressing need to create and maintain strong incentives for 
charitable giving. Such incentives will help ensure that an 
appropriate portion of this new capital flows into the charitable 
sector at a time when it is seriously needed for public purposes. 

Tax incentives for giving to foundations should play a 
particularly important part in encouraging charitable gifts in 
this context. During the 1980s, a large number of enterprising 
business people founded new companies, many of which have 
flourished, leaving the founders with highly appreciated 
corporate stock. Historically, foundations have been the 
traditional object of such individuals' charitable giving. 

Hence, this should be a period of significant foundation growth. 

Unfortunately, the tax law currently contains a critical 
impediment to giving to private foundations -- one that will 
greatly reduce the transfer of new capital to the charitable 
sector. Specifically, the tax law limits, to cost basis, the 
deduction donors may claim for gifts of appreciated property to 
private foundations. First enacted as part of the Tax Reform Act 
of 1969, this limitation has had a grave effect on lifetime 
giving to private foundations. The available data indicate that 
such giving, proceeding at a brisk pace before 1969, dropped to 
near to zero in 1970 and did not rebound significantly until the 
basis limitation was lifted in 1984 for gifts of publicly traded 
stock. 

A bit of history is helpful here. The basis limitation for 
gifts of appreciated property to foundations came into the tax 
law as part of comprehensive 1969 legislation enacted to address 
Congressional concerns about abuses by a minority of private 
foundations. In the years before 1969, some foundations had been 
criticized for engaging in self-dealing, enabling families to 
control businesses, and delaying contributions to operating 
charities. In response to these criticisms. Congress enacted 
both complex limitations on the deductibility of gifts to private 
foundations and a series of stringent, targeted measures designed 
to control the specific abuses. The success of the anti-abuse 
measures has been repeatedly documented by the Internal Revenue 
Service. After broadscale audits of foundations, the IRS has 
consistently reported high levels of foundation compliance with 
these rules. ^ 

In 1984, recognizing that the 1969 Act had effectively 
eliminated the source of its original concerns, and that the 
basis limitation had virtually ended lifetime giving to private 


^ In the five years succeeding the 1969 legislation, the IRS 

audited virtually every foundation in the country and concluded 
that there was "a high level of compliance" with the new 
provisions. See Statement of James Owens, Assistant Commissioner 
of Internal Revenue for Employee Plans and Exempt Organizations, 
Oversight Subcommittee of the House Ways and Means Committee. 

98th Cong., 1st Sess. 56 (1983). Since the conclusion of that 
project, the IRS has maintained an active foundation audit 
program, and it has without exception found similarly high rates 
of compliance. See Private Foundation Grant -Making 
Administrative Expense Study, IRS, 14 (1990) . 
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foundations, Congress restored the market value deduction for 
gifts of publicly traded stock. By limiting the availability of 
the full deduction to stock traded on an established securities 
market, Congress avoided the concerns about the valuation of 
donated property which had, in part, motivated the adoption of 
the basis limitation in 1969. 

Not surprisingly, restoration of the full deduction for this 
critically important category of property triggered a dramatic 
resurgence of lifetime giving to private foundations. The number 
of new foundations created increased markedly after 1984. 
According to The Foundation Center, from 1985 to 1994 the number 
of foundations grew by 48 percent. One state — Michigan — has 
identified more than 50 new foundations formed in 1992 and 1993 
alone with publicly traded stock valued at a total of $82 
million. The impact of the restored deduction could hardly have 
been clearer. 


For ten years, the deduction encouraged donors to endow 
foundations during their lifetimes -- without any suggestion of 
abuse from the IRS, Congressional Oversight Committees, or anyone 
else. Nevertheless, while the Senate's restoration of the 
deduction had been permanent in 1984, a political compromise when 
the measure reached Conference resulted in a ten-year sunset 
rule; and the deduction expired at the end of 1994. Initial 
indications received by the Council from tax planners and other 
professionals familiar with the formation of new foundations are 
that the return of the basis limitation is having the same 
seriously damaging consequences as in 1969. Once again, this 
critically important class of charitable giving appears to have 
withered. 

The effects of this cessation in lifetime giving to private 
foundations will surely be significant ,. and could not come at a 
worse time. Experience shows that major bequests to charity are 
typically preceded by active involvement in philanthropy during 
the donor's life. In particular, absent the experience of direct 
participation in supporting charitable works through their own 
foundations, many high income individuals simply forgo making 
significant charitable bequests. Hence, limiting deductions for 
lifetime gifts to foundations does more than delay giving to 
foundations; it very likely results in major gifts not being made 
at all. At a time when reductions in government support are 
increasing the need for foundations, that is precisely the wrong 
behavior for the tax laws to encourage . 

Congress need not wonder about the effectiveness of the 
market value deduction for gifts of publicly traded stock as a 
stimulus to charitable giving. When Congress eliminated the 
deduction in 1969, lifetime giving to foundations dropped to near 
zero; when the deduction was restored in 1984, such gifts 
increased dramatically; and when it expired in 1994, such giving 
appears once again to have virtually disappeared. Therefore, a 
crucial, minimum requirement for any income tax reform concerning 
charities must be the permanent restoration of the market value 
deduction for gifts of publicly traded stock to private 
foundations . 

Ill . Conclusion 

As Congress considers restructuring the tax System, 
maintaining support for America's charities should be a prime 
criterion against which proposals are judged. At a time when 
charities are being asked to do more because government must do 
less, it is vitally important that the tax laws encourage 
charitable giving. In assessing the impact of tax reform on 
charities, special attention must also be paid to the role 
private foundations can play in helping operating charities adapt 
to an era of reduced government support. In this context, 
restoring the charitable deduction for gifts of publicly traded 
stock to private foundations presents a rare opportunity to 
transform very substantial wealth now neld for personal purposes 
to a major resource permanently dedicated to the support of sound 
and creative charitable works. 
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Chairman Archer, I welcome the opportunity to provide your Committee with some 
thoughts concerning the current tax debate. I think that the debate currently going on in this 
country concerning our tax system is a healthy sign. Scrutiny of how we live as a society, 
especially of the financial burden which we collectively impose on ourselves to support necessary 
government functions, is an important exercise. Even as we do this, however, we should not 
forget Justice Holmes' admonition that is cast over the main door of the IRS building in 
Washington— 'Taxes are what we pay for a civilized society.' It does not profit us as a 
functioning society if we undermine our present system through a drumbeat of disparagement 
which can only have the effect of encouraging disrespect for our tax system, a disrespect which 
cannot help but adversely affect what is the finest self-assessment tax system in the world. 

This does not mean, however, that change in the system-even significant change— may 
not be warranted. Certainly, the system is complex-too complex. I would observe, though, 
that the complexity does not arise to any significant extent, as Steve Forbes asserted on the 
campaign trail, out of special interest provisions inserted in the tax code at the behest of 
campaign contributors or others seeking special favors. Although there are certainly provisions 
in the tax code of limited application, I can say, as one who has been in many drafting sessions 
in the House Legislative Counsel’s Office of the U. S. House of Rqjresentatives, that most of 
the complexity arises out of a desire to provide for unifomi and equit^le application of the law. 
Senator Russell Long, longtime chair of the Senate Finance Committee said 'most of it 
(complexity) is there in the effort to do more perfect justice.' 

Frankly, with equitable and fair application of our tax law as an objective, our tax system 
can support considerable complexity. We live in a complex world and transactions in modem 
society, especially at the business level and between affluent individuals, are very often far from 
simple. And yet, I am not troubled too much by the complexity of, for example, the tax-free 
corporate reorganization provisions since a taxpayer participating in that kind of transaction is 
almost always— probably always— counseled by expert advisors whose business it is to walk their 
clients through the transaction in as trouble free a maimer as possible. I am, though, concerned 
about needless complexity in areas of the tax law that have broad application to a wide number 
of taxpayers, most of whom have no regular professional advice and who often become 
frustrated in trying to determine the application of a given provision to their situation. For 
example, there should be a concerted effort to stamp out complexity in such areas as the ETTC, 
deductions that apply to large numbers of individuals like personal exemptions, moving 
expenses, home mortgage interest and the like. 

A Flat Tax? 

I am aware, of course, that many of the proposals generally linked under the rubric of 
'flat tax' would go far in limiting deductions generally and that the goal of simplicity is a 
central objective of most, probably all, flat tax proposals. This, therefore, seems to be an 
appropriate place to discuss some features of so-called flat tax proposals. 

Shnplitily 

It would be foolhardy to believe that an untried and untested system such as a 
consumption-based flat tax (which most of the flat tax proposals are) would strike a big blow 
for simplicity. First, complexity does not arise from the application of the rate to the tax base- 
it arises, rather, from defining the base which is to be subject to the tax. Calculating the tax 
using one applicable rate will be no speedier, nor less burdensome, than use of the present tax 
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tables. Second, although the proqtect of 'postcaid' reporting may be attractive, vve should not 
overlook the fact that millions of taxpayer today report on the equivalent of a postcaid, using, 
as they do, either the Form 1040A or the 1040-EZ. 

Third, we can’t overlook the fact that the accumulated wisdom cultivated over the life 
of the present system allows us to obtain, fairly readily, solutions to all but the most novel 
questions. That will not be the case if this country adopts a completely new tax system as 
unfimiliar and untried as those being pn^iosed. La me describe, as examples, some of the 
thorny issues that even those most close to the consumption-based flat tax have not yet resolved 
nor perhaps even thought about. For example, since the consumption-based flat tax excludes 
altogether from the tax base the investment income of individuals while at the same time includes 
all business income under the business tax, the proposed system assigns much more importance 
than current law to the characterization of an activity as ‘business* or ‘investment.’ Current 
law includes all of a person’s income, whether derived from business or investment. Making 
this a crucial distinction will be a significant source of complexity. 

Along the same line, on the expenditure side, business inputs are fiilly deductible while 
investment expenditures are not, thus prompting taxpayers to have exactly the opposite 
motivation on the expenditure side than on the receipt side, i.e., as respects expenditures, their 
objective will be to classify the outlay as business thus allowing them to shelter business income 
with ‘investments’ made by that activity. What treatment will be accorded financial interests, 
for example, commodities futures held by a business person? If the busiitess person can deduct 
the hedging transaction it is necessary to ask whether the individual on the other side of the 
contract will be allowed to exclude his gross revenue as investment income. One can readily see 
that complex rules for the identification of these transactions will be necessary. 

What about mixed business and personal assets? Fairly sophisticated rules now exist for 
differentiating between the business and personal use of so-^led mixed-use assets such as a 
vacation home. WiU they be any the less complex under a flat tax regime where a taxpayer, for 
example, rents out a portion of a residence? How much may such a taxpayer deduct as a 
business input when there was in that particular year no actual outlay? Further, all of the timing 
issues present under current law will persist in magnified form. While the placing of all 
business taxpayers on the cash basis is intended to eliminate accounting arbitrage, it will be 
imperative to develop rules (which will by no means be ‘simple’) assuring that the seller’s 
receipt is reported consistently with the buyer’s claimed input (which is an offset). 

The opportunities for structuring transactions which will result in deductibility by the 
payor but not in inclusion by the recipient would seem to be increased. As an example, assume 
that Taxpayer A wins a promotional prize. While the business transferring the prize would 
deduct it as a business input, Taxpayer A would escape taxation since the anraunt was not wages 
or retirement benefits. This asymmetry doesn’t exist under current law where the prize would 
be includible in income but the potential for it in a flat lax world would encourage businesses 
to find and exploit that land of opportunity. Similarly, the exclusion flom an employee’s tax 
base employer-provided fringes (such as meals and automobile use) will motivate many 
businesses to compensate employees in that manner (since the business will get an offset and the 
employee will not include). 

The above represents a mere scratching of the surface of the complexity that inevitably 
would be a part of a completely new tax system. It is naive to think that high-priced 
professional ^visors (or even the medium-pri<^ kind) would not be necessary to guide large 
(and small too!) taxpayers through this new terrain. It is even more naive to think that the 
lobbying business which has grown up around the federal tax law will suddenly fold its lent and 
seek another line of work. The same pressures that have built up around the current tax law and 
contributed to what it is trxlay will most surely be applied with even greater fervor, given the 
novelty of the issues present^, to the new system. 

Tm Burden 

A threshold question raised by any consumption tax proposal is whether, despite the 
laurlable goals of promoting simplicity and etKXjuraging growth and efficiency, a system which 
exempts unconsumed capital and income from capital can be said to represent a fair tax system 
and one which is tied a our populace’s ability to pay. As a student of the tax law I remember 
the outrage which greeted dietary Barr’s 1969 disclosure that 1S4 taxpayers with adjusted 
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grosi iiwome of more than $200,000 paid no income taxes. Frankly, if Congress had not 
scheduled hearings in response to that announcement and moved to do something about it there 
would have been a 'revolution' of some kind or another. Even now nothing arouses public 
consternation as much as claims that the 'rich* are not paying their fair share of tax. Although 
driving a dagger into the heart of the tax shelter business, which Congress effectively 
accomplished in 1986, was a significant step in quieting taxpayer unrest concerning the system, 
knowledge dud a wealthy citizen living off dividends and interest would write no checks to the 
U.S. Treasury would awaken a hostility toward our tax system that would, I submit, be 
unprecedented in modem times. 

I think we need go back no further than the recent primaries when there was sdll some 
doubt concerning who would be the Republican nominee for President in 1996. Except for Steve 
FOtbes, and we saw what happened to him, the other candidates couldn’t run faster and forther 
away from the notion of a consumption-based flat tax. Considering how soundly the ctmcept 
got beaten about the head and ears in those primary battles, it is surprising it still has any life 
at all. Shouldn't it be clear that while the electorate (surprise, surprise!) doesn’t like to pay 
taxes, and may even hate the IRS, it will not countenance a tax system under which large 
segments of income, typically those held largely by the most affluent individuals, are not subject 
to tax in their hands. One can talk flat tax purity all one wants-that a consumption-based tax 
'integtales* business and individual taxes in the sense that income from each component is taxed 
only ooce-but there will be no political stability for a system that permits large portions of 
individual wealth to escape taxation in the hands of our most affluent people. In the last analysis 
the combinatian of a single rate, and the exemption from tax of income from capital, 
redistributes the tax-burden from high-income families to those with low- and middle-incomes 
and die question has to be asked whether, when the facts become known, there will be any 
public support for such a system. 

1 find it anomalous that this debate is taking place against the backdrop of two decades 
of increasing economic inequality. One need go no further than the daily newspaper-or for that 
matter, our city streets— to know that the gulf between rich and poor is widening to a point that, 
if it is not soon arrested, we will no longer be ^le to call our nation a true society. Taxes were 
not a imgor cause of this inequality but it would be terribly unfortunate were we to adopt a tax 
system that exacerbated it. 

Revenue 

I am surprised by the manner in which proponents of the flat lax cavalierly side-itq> the 
revenue generation issue. (The Armey flat tax prqwsal, for example, has been estimated to fidl 
$138 billion short of current revenue production.) Most of the proponents will say that they 
want any resulting enactment to be 'revenue neutral* but when revenue estimates ^w that it 
will bn biinans shoct of that produced by the current system, they seem to have no real reply 
except to state that unleashing the savinp promoted by the system wiU promote unprccedenled 
investment thereby producing increased tax revenues. Even though there is no direct evidence 
to support this conclusion, the point must also be made that despite a strong feeling in the 
mqority of the newly-elected current Congress, a qiedfic decision was made not to use so-called 
'dynamic scoring.* The main reason, of course, is that any predictions r^arding growth ate 
purely guesswoA. It is difficult, therefore, to tee how economic growth could be bctoied into 
any estimate made by the Congress' Joint Committee on Taxation. The revenue estimating 
methods urged by flat tax proponents have consistently overestimated economic growth caused 
by tax cuts and underestimate revenue growth from tax increases. What would make it any 
different this time? 

One further thought. It would seem fair to ask whether the predicted increase in savings 
would, in bet, dampen consumption and thereby reduce demand, a scenario which would 
obviously throw everything off as far as estimating revenue impact is concerned. 

Sgrinc/Pwililt TaMtlou 

There are already in the present system considerable incentives for savings. A great 
portion of current savings is fostered by such tax-preferred vehicles as DtAs, 401(k) jdans, 
Keoghs, and qualified pennons. These amounts already receive the same treatment that they 
would receive under a consumption tax. It would seem dim there should be concern that pensions 
would lose their tax-advantaged status relative to other forms of saving. Query, whether die 
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expensive regulation to which such plans are subject would lead to a fall in pension coverage 
which could adversely affect society in the long-term. 

The need to rid the system of double taxation lies at the forefront of the flat tax 
approach. There are really only two major income segments that are arguably subject to tax 
twice-dividends and capital gains on corporate investments. With respect to the former, the 
corporate tax system is not airtight, since a large share of dividends is paid to nontaxable 
recipients and a big chunk of it is not distributed at all. As for gain on the sale of stock, it 
demands a realization of the gain through sale or other diqwsition before it is taxed, and when 
realized, it is taxed preferentially as capital gain. If the stock is not sold (and this wiil certainly 
be the case as respects most small business interests) the gain will be forgiven at the death of 
the shareholder. 

Painting our present system as marked by double taxation only goes so far. There are 
major income or wealth categories that are clearly taxed only once and some not at all. For 
example, pension income-a major portion of any individual's wealth~is subject to tax only once 
and then on a preferential deferred basis. Residences, again a major component of every 
homeowner's holdings, is not taxed at all-either while it is occupied by the taxpayer or even, 
in almost all instances, when it is sold. Further, life insurance, also a significant weaith 
component, goes untaxed, and when the insured turns in the policy during his or her lifetime 
in return for its then cash surrender value, the previously untaxed inside build-up currently 
escapes the tax. 


Estate & Gift Taxes 

Most of those proposing a flat tax also urge the simultaneous repeal of the estate and gift 
tax system. Death taxes have, of course, been one of the most universally accepted forms of 
taxation in history. The United States enacted its first death tax in 1797. While an old lax is 
not necessariiy a good tax, any radicai departure from our current system must be carefully 
considered in light of the historic goals of the transfer tax system. 

The estate and gift lax produces over 15 biliion dollars annually, slightly over I % of total 
federal tax revenue. \^ile this represents a small portion of the entire federal revenue, in light 
of current budgetary pressures. Congress should not, and could not, lightly dismiss this revenue 
source. 


Some advocates of the elimination of the estate tax have suggested that iost estate tax 
revenue wiil be offset by increased income tax revenue. Proponents of this view argue that with 
no estate tax, wealthier taxpayers will retain income-producing property rather than give such 
property to charity or taxpayers subject to lower marginal rales. These estimates are very 
speculative. First, transfer taxes reach property based on value, not income production. 
Transferred property may or may not produce income sufficient to offset the lost transfer tax 
revenue. Second, factors such as affection or income shifting might motivate wealthy taxpayers 
to give to charities or taxpayers with lower rates regardless of the existence or non-existence of 
an estate tax. In fact most estate planners will tell you that their clients regularly want to transfer 
more to the natural objects of their bounty but may be prevented from doing so by the inability 
to make large transfers tax-free. 

Additionally, even if this theory is correct, the elimination of the estate tax could be 
catastrophic for charities. While a good deal of lifetime giving, especially to churches, would 
take place without the incentive of an income tax deduction, it is a fact that transfer tax 
reduction is a prime motivator for the making of deathtime gifts to charitable organizations. The 
removal of this incentive would have a significant downward impact on the amount of dollars 
moving to foundations and endowments maintained by hospitals, schools, etc., which receive 
the bulk of their donations from gifts made at death. 

Wealth Leveling 

A second goal of the transfer tax system is to curb, at least to some degree, large 
concentrations in weaith. The passing of large fortunes from generation to generation conflicts 
with core American beliefs in hard work and equality of opportunity. To be sure, the comments 
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of President Theodore Roosevelt and Andrew Carnegie, and the like, to the effect that a 
graduated death tax is the wisest form of taxation since the transfer of huge wealth may dampen 
the initiative of those receiving the transfer, may seem, today, somewhat archaic. Nevertheless, 
we now see the impending intergenerational transfer of unprecedented wealth in the next decade, 
or two. 


One of the most pressing concerns in society is the growing disparity in wealth and 
income between the w^thiest Americans and the tower and middle classes. William 
McDonough, President of the Federal Reserve Bank of New York, has warned that growing 
disparities in income and wealth are raising issues of equity and social cohesion that force us *to 
lace the question of whether we will be able to go forw^ together as a unified society....' 
While disparities in wealth may be a sign of a healthy capitalist economic system, grave 
disparities threaten to drive a wedge between the upper and middle classes which will ultimately 
hinder prosperity for all. 

The data illustrate that a small fraction of the American populace is controlling vast 
amounts of wealth. Over 68% of America's net worth is held by Americans in the wealthiest 
10 percentile. Over S6% is held by the top S percentile. This contrasts with under 3% of net 
worth held by the Americans with wealth below the median. To permit large concentrations 
of wealth to pass free of a transfer tax, further widening the gulf between the rich and the poor, 
cannot be considered sound public policy. 

In light of the high concentration of wealth in the hands of the wealthiest Americans, the 
modest, albeit insufficient, attempt by the estate and gift taxes to equalize wealth seems 
appropriate. 

Fairness 

The transfer tax system serves the important goal of making the overall lax system more 
fair and progressive by taxing those with the highest levels of wealth. Transfer tax credits, 
deductions, and exclusions mean that only a fraction (about 1 % of decedents) of the population 
consisting of the wealthiest individuals will face any transfer tax liability. In 1995, the IRS 
estimates only 85,100 estate tax returns will be filed. This compares with an expected 
1 17,198,600 individual income tax returns. Further, there is nothing inherent in a consumption- 
based flat lax world which demands repeal of transfer taxation. Obviously, large estates will 
be accumulated by people who chose not to consume. A consumption tax is a tax on one’s 
standard of living whereas the income tax puts its focus on ability to pay. Retention of the 
present transfer tax regime within the framework of a consumption tax would emphasize the 
important consideration of ability to pay. 

Hardship on Small Biisinem? 

Notwithstanding current rhetoric, the transfer tax system is not a hardship to most 
farmers or small business owners. When businesses are valued at death, applicable methods of 
valuation accord valuation discounts (for liquidity, fractional interests, etc.) to such property 
which combine to reduce substantially the valuation of the property for tax purposes. Further, 
the Internal Revenue Code already has numerous provisions in place to protect small businesses 
and forms from the hardship of transfer tax liability. For example, 95 % of all forms can be 
transferred under the present system without any transfer tax. Among the most important 
provisions: 

(1) Unified credit of 1192,800 ($600,000 deduction equivalent); 

(2) Annual gift tax exclusion of $10,000 per year per donee; 

(3) Unlimited marital deduction; 

(4) Section 303 provides for what can be a tax-free distribution from a corporation 
for the payment of estate tax liabilities; 

(5) Section 2032A allows special valuation of farm and small business real property 
which can potentially reduce an estate by up to $750,000; 
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(6) Section 6166 allows the estates of small business owners to defer the payment of 
estate tax liability for S years and then to pay the liability in installments over the 
next 10 yean, often at a substantially ledut^ interest rate. 

Congress should remedy any remaining hardship by reforming the current transfer tax 
system, not by discarding it. For example. Congress may consider indexing the unified credit 
and annual exclusion to ease erosion by inflation. Further, Congress could aid continuing small 
businesses by malting the installment payment of estate tax liability more attractive (e.g., by 
decreasing the requirement that the business interest be 35% of the decedent’s estate to a 20% 
level). 


Economic Disincentive? 

No evidence exists that transfer taxes create economic disincentives. It is equally 
plausible that the transfer tax system acts as an incentive for individuals to generate larger estates 
in order to maintain their desired level of after tax transfers. 

History suggesu that a the transfer tax system does little to dampen the entrqrreneurial 
spirit. Andrew Carnegie, a prime example of spirited entrepreneurship, thought death taxes 
operated "without interfering in the least with the forces which tend to the development of the 
country through the production of wealth." During the economic boom of the 1940s and 19S0s 
estate and gift tax rates were higher than they are now-top marginal rates of 77% and 57.75%, 
tespectively-yet these were among the goltto years of business and economic growth. In more 
recent times, one doubts that Bill Gates ever paused to consider the death lax consequences of 
turning his small business into a colossus. This can certainly be said, as well, of much smaller 
entrq>teneurs-in the flush of enthusiasm and vigor of starting and building a business, one is 
simply not caught up in thoughts of a prospective transfer tax impact. 

Thank you, again. Chairman Archer for the opportunity to appear before you today and 
to share my thoughts with you. 
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TESTIMONY OF 

THE HEALTHCARE FINANCING STUDY GROUP 
FOR HEARINGS BEFORE THE COMMITTEE ON WAYS AND MEANS 
REGARDING THE IMPACT OF TAX REFORM ON TAX-EXEMPT ENTITIES 
MAY 1, 1996 


Introduction 

The Healthcare Financing Study Group ("HFSG") is pleased to submit this testimony to 
the House Ways and Means Committee regarding the impact of tax reform on tax-exempt 
organizations. The HFSG is a national trade association of investment bankers, bond counsel, 
bond insurers and other firms that serve the needs of non-profit healthcare institutions for capital 
to finance the efficient delivery of healthcare services throughout the United States. Thus, our 
testimony will focus on the impact of tax restructuring on the capital financing needs of tax- 
exempt healthcare providers. 


The Mission and Role of Tax-Exempt Health Providen 

Non-profit institutions play a large and vital role in providing healthcare and related 
services throughout the United States, often operating under the sponsorship of religious 
organizations, fiatemal societies, charitable foundations, and community groups. In fact, the vast 
majority of the nation's hospitals (86%) are not-for-profit. Unlike for-profit entities, non-profit 
healthcare providers must elevate their patients’ interests over profit-making objectives. The 
motive to maximize profits may cause for-profit providers to avoid locating in a panicular 
geographic area or avoid providing certain benefits, because to do so would be unprofitable. By 
contrast, non-profits generally are obligated to serve all persons in the community regardless of 
ability to pay. Non-profits typically bear the responsibility of providing services in very rural or 
inner-city areas where the costs of providing care are especially high. 

These institutions also provide the bulk of those healthcare and related services that are 
especially costly to operate and rarely provide commensurate return on the investment. Non- 
profits, for example, conduct the majority of medical research and education in the United States. 
It is non-profits that typically offer high-cost specialized care units such as bum and trauma 
centers. Similarly, the children's hospitals in the United States are non-profit. These facilities, 
again, provide relatively high-cost, low-return services for the nation and their communities such 
as pediatric intensive care units, infant intensive care units, neonatal units, and tertiary care, 
including treatment for congenital defects, pediatric nephrology, and pediatric 
hematology/oncology. Non-profits add to the quality of their services, and subsidize the cost, by 
developing volunteer networks within the community to help serve patients. 

Increasingly, non-profit hospitals and nursing homes are expanding their services to the 
community through a growing variety of outreach services and outpatient clinics. One example 
is the Children's Hospital and Medical Center of Seattle. Among the numerous community 
outreach programs operated by this non-profit hospital are: a Children’s Resource Center, which 
provides child and teen healdi information through community education programs and a 
newsletter; a Parent Resource Center, which offers information and education about children's 
health; and the Odessa Brown Children's Clinic, which provides medical, dental and counseling 
services to children in inner-city Seattle with programs that include a sickle-cell disease clinic, 
foster care medical case management, a dental clinic, health education, and nutrition counseling. 
Another example is the Evangelical Lutheran Good Samaritan Society, which provides nursing 
home services in 26 slates (Arizona, Arkansas, California, Colorado, Florida, Hawaii, Idaho, 
Illinois, Indiana, Iowa, Kansas, Kentucky, Minnesota, Missouri, Montana, Nebraska, New 
Mexico. North Dakota, Ohio, Oklahoma, Oregon, South Dakota, Texas, Washington, West 
Virginia, and Wisconsin), and now operates over 100 separate outreach programs, ranging from 
Meals on Wheels to senior companionship, that help elderly persons live independently in their 
own homes and communities. 
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Changes in Health Service Delhrerv 

In recent years HFSG members and their health provider clients have had to confront 
radical changes in healthcare service delivery. During the 1990's, policymakers, health providers 
and consumers developed an increasing consensus about the need for reform of our healthcare 
system. Most have agreed that changes in our healthcare system were needed in order to expand 
access to care to the uninsured and underinsured, and to increase the overall efficiency of health 
services delivery so that the cost of these services consume a smaller proportion of household 
and national resources. Legislators have responded to the needs for expanded access and greater 
efficiency by developing legislation to increase availability and portability of health coverage in 
the private market (the pending Kennedy-Kassebaum bill). Regulators and legislators have 
responded by attempting to expand the availabili^ of managed care options in both the Medicare 
and Medicaid programs, and by broadening the reach of capitated payment systems, such as 
prospective payment, that encour^e provider efficiency. Above all, the marketplace has 
responded to these needs by shifting service sites away fiom the more expensive acute care 
setting to less expensive ambulatory and sub-acute settings; by improving and expanding 
preventive care; and, of course, by developing an increasing variety of managed care delivery 
systems. 

As we are all aware, these changes, which are continuing and accelerating even now, 
have had tremendous impact on the way in which healthcare providers deliver their services. 
Reform is shifting resources away fiom tax-exempt acute care and extended care facilities into 
the primary and preventive care arenas. The various pressures for cost containment from 
government and the marketplace have created ever more powerful imperatives for efficiency in 
operations and facilities. Existing institutions are being merged or otherwise converted into 
facilities that are more responsive to the changing healthcare marketplace, old facilities are being 
sold or tom down, and new facilities have to be constructed. Most recently, the managed care 
explosion is driving non-profit providers to form networks or other alliances to provide a 
complete continuum of care and compete with insurance-based managed care providers. 
Typically, these networks are local and community-based. They are necessarily integrated in a 
clinical fashion, so that the healthcare providers within the network utilize common information, 
administrative, and decision-making systems to provide the most appropriate and cost-effective 
care to patients. An increasing number of such networks are integrated financially as well. 

Another growing trend confronting non-profit healthcare providers in the United States is 
the growing demand for long term care services as the population continues to age. In 1995, an 
estimated 21 million households were headed by Americans over 65. As the number of frail 
elderly (those over 75) continues to rise, the need for long term care, whether in residential 
facilities or in the community, and related outreach services will continue to increase. And cost- 
driven changes in medical practice during the last ten years have led to earlier and earlier hospital 
discharges, with the result that care which once would have been furnished in a hospital is now 
provided by a nursing facility. In fact, many long term care facilities already have long waiting 
lists. 


All of these changes in the healthcare system have significantly expanded the capital 
financing needs of non-profit hospitals and other healthcare providers. 


Role of Tm Exemption for Healthcare Facilitka 

The United States has long maintained a public policy commitment to the charitable and 
community role of tax-exempts through provisions in the tax system. Even before the fust 
corporate income tax was enacted in 1894, non-profit entities were exempt from the specific 
business activity levies such as custom duties and excise taxes. From the beginning of the 
corporate income tax. Congress established a broad-based exemption for non-profit religious, 
charitable and educational organizations and certain other non-profit organizations. When the 
Sixteenth Amendment to the Constitution was reified, the exemption continued. Since the early 
part of this century, it has provided an important mechanism by which non-profits can address 
the capital needs associated with their community and charitable mission. 
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Tax exemption supports the capital financing needs of non-profit healthcare providers in 
three ways. First, it allows such providers to reserve retained eamii^s to support capital needs 
that may arise in the future. Second, the deduction for charitable contributions gives tax-exempts 
access to a key source of such earnings. Third, the exclusion of interest on tax-exempt bonds 
from federal taxation provides a critical source of capital financing for hospitals, universities and 
other non-profit healthcare providers. Being not-for-profit, such institutions cannot raise equity 
capital for improvements and structural changes; therefore, they have only two sources of 
financing, retained earnings and debt. Tax-exempt debt financing lowers the cost of capital and 
may be passed on to public reimbursement systems, particularly Medicaid. 

It is important to note that Congress and the IntemaJ Revenue Service ("IRS") have 
established requirements for tax-exempt status that ensure that non-profit healthcare providers 
adhere closely to community needs, community directioD, and charity care. Unless this 
community and charitable mission is fulfilled, a tax-exempt provider will not retain this status. 
Measures such as the "intermediate sanctions" provision included in the House-passed taxpayer 
rights bill, H.R. 2337, strengthen such protections by exposing non-profit providers to penalty 
excise taxes if they engage in "excess benefit" transactions with organization insiders. In short, 
the tax code includes carefully crafted restrictions to ensure that non-profit entities adhere to the 
charitable mission which is the foundation for the benefits that tax-exempt status confers. 


Impact of Tax Reform on Capital Financing For Tax-Exempt Healthcare Providers 

We believe that tax reform — whether a complete replacement of the current tax code or 
more limited tax restructuring - should do two things with regard to provisions affecting capital 
financing for non-profit healthcare providers. First, the system should maintain the benefits of 
lax exemption that permit non-profits to fulfill their role as community health providers, 
suppliers of chanty care, and investors in research and innovation. Second, the tax code should 
be cleansed of an existing provision, the tax-exempt "bond cap,” that creates an increasing 
obstacle to the changes non-profit healthcare providers must make to form integrated networks 
and otherwise respond to the rapidly changing healthcare marketplace. We discuss each of these 
concerns separately below. 

Pending tax reform proposals generally eliminate the existing tax on interest income and 
would thus do away with the role of tax-exempt bonds. Consequently, non-profit healthcare 
organizations would have to finance their capital improvements and structural changes using 
taxable debt at higher interest rates than they currently pay. For undertakings of any significant 
size, the difference may equate to millions of dollars. Many non-profit healthcare organizations 
could be limited in their ability to obtain debt financing altogether. The problem of eliminating 
preferred treatment for tax-exempt bonds exists in three of the four major tax reform approaches, 
the "flat tax," the retail sales lax, and the Value Added Tax ("VAT"). Likewise, these three 
reform approaches would significantly reduce chwtable contributions by ending the current 
deduction for such contributions. One tax reform approach, an income-based tax system 
containing an unlimited deduction for savings, would maintain both of these important 
foundations of capital financing for non-profit healthcare providers. 

As noted above, the continuing needs for non-profit healthcare providers to obtain capital 
financing to support their unique mission make it imperative that the availability of tax-exempt 
bonds and incentives for charitable donations be maintained under any reformed tax system. 

At the same time, any reformed or restructured system should do away with an outmoded 
obstacle, the "bond cap." The Tax Reform Act of 1986 imposed a limit of $150 million on the 
aggregate amount of outstanding qualified Section 501(cK3) bonds, other than hospital bonds, 
from which any 501(c)(3) organization may benefit. In determining whether the $150 million 
limitation has been exceeded, advance refundings are taken into account. Historically, hospitals 
were viewed as the appropriate beneficiaries of tax-exempt financing, and this view justified an 
exception to the $150 million limitation for qualified Section 501(cX3) hospital bonds. Because 
health reform, under almost any plan, will propel a shift from acute care to primary and 
preventive care, and because the population is aging, there will be increased demand across the 
country for non-hospital long-lerm care and managed care entities. At the same time, the 
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existence of excess capacity in the acute care sector may require restructurings of acute care 
facilities, or renovations of such facilities to become providers of primary, preventive, or othec 
non-acute care services. Such renovations will necessarily increase overall efficiency and reduce 
costs in the healthcare system. Yet because the resulting entities will not be "hospitals" under the 
current, narrow statutory exception, such beneficiai restructurings will subject non-profit 
providers to the $150 million cap. 

The S 1 50 million cap creates a powerful disincentive for the creation of the new delivery 
systems necessitated by legislative and market changes. While traditional non-profit hospitals 
may need to shift resources into areas such as neighborhood diagnostic and treatment facilities, 
long-term residential care facilities, medical equipment acquisition entities and the like, the $ 1 50 
million cap restricts their ability to modify their services in the interests of efficiency and cost- 
effective care. The cap also restricts the ability of non-profit long term care providers to meet the 
demand for their services. Finally, the prevents many non-profit health providers that are 
now paying relatively high interest rates from towering their costs of capital through advance 
refundings of their bonds, because the original bonds are still considered to be outstanding for 
purposes of the cap. Because of the cap, the dramiuic drop in interest rates that occurred in the 
early I990's has passed many of these institutions by. 

The federal government shares in such unnecessarily high financing costs in more ways 
than one. Whenever a non-profit institution is the recipient of research funding from the 
National Institutes of Health, the increased financing cost requires a larger grant than would 
otherwise be the case. The Medicaid program, which uses a cost-reimbursement system, absorbs 
increased fmancing costs incurred by long term care facilities, which must raise their per diem 
rates to cover the additional fmancing costs. The same increases in per diem rates, of course, 
also fall on private pay residents in long term care facilities — and accelerate the point at which 
such private pay residents become dependent on Medicaid. 

Specific examples of the problems caused by the cap abound. One New York institution 
represented by an HFSG member bad to turn to the higher-cost taxable bond market for a 
necessary project because the institution had already reached the $150 million limitation. 

Another non-profic organization, a 26-state provider of nursing homes that has been at the cap 
since 1986, has been forced to do the same. A Chicago-area health provider seeking to form a 
network to serve the city and its suburbs was blocked from integrating by the cap. Many other 
facilities have chosen to forego expansion or reconstruction of outdated facilities in lieu of 
pursuing taxable bond rinancing. Other healthcare, educational and research systems have faced 
similar prospects. A major Washington State clinic that wished to refund existing bonds and to 
merge with another local facility — steps intended to increase operating efficiency and reduce 
costs — could do neither as a result of the cap. A large cancer research center in the same state 
was prevented from refunding to obtain lower interest rates because, for cap purposes, it was 
considered a "non-hospital" institution. 

A possible solution to some of these problems might be to pay down non-hospital debt 
with cash in order to stay below the cap. However, there are numerous obstacles to such a 
solution, even where the cash is available. Because current law imposes a limit of one advance 
refrmding for debt on bonds issued after 1986, debt retirement may not be an option. 

Additionally, a competing demand for cash comes &om the need for working capital for the 
delivery of healthcare. Additionally, cash availability is important to bond ratings and 
institutional liquidity. And finally, paying down non-hospital debt with cash may violate bond 
covenants. For all of these reasons, there is no ready solution for institutions that need to finance 
structural changes but find themselves today at or near the $ 1 50 million bond c^. 

The new emphasis on non-hospital care and the fact that non-profit healthcare institutions 
must increasingly provide whole continuums of care makes a bond cap exception limited to 
"hospitals" obsolete. A logical solution to these problems would be to expand the exception to 
the $150 million limit to cover not only hospitals, but also non-hospital healthcare facilities, 
including nursing homes, ambulatory care centers, primary care clinics, and others. 

Alternatively, the $150 million cap should be lifted in its entirety. 
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Market Disruptions an d Transition Provisiops 

As we have said, any new tax system that eliminates or diminishes the preferred status of 
tax-exempt bonds and charitable contributions will have a mammoth effect on the nation's tax- 
exempt healthcare providers. Given that 86% of U.S. hospitals are now tax-exempt, such 
changes would obviously have a great adverse impact on the healthcare delivery system in this 
country. At a minimum, therefore, any such tax reform system should be implemented with a 
transition of sufficient length to allow tax-exempt healthcare providers to plan and adjust to the 
changes. However, such changes would also have an enormous adverse effect on holders of the 
billions of dollars in outstanding tax-exempt healthcare bonds. It is highly possible that this 
impact could not be adequately mitigated by a transition of any length. For these reasons as well 
as those discussed above, therefore, the HFSG urges the Committee to preserve current-law 
treatment of tax-exempt bonds and charitable contributions. 

Conclusion 

There is much in the current tax system that is counterproductive and ill-suited to the 
healthcare market of today. We welcome and applaud the Committee's commitment to tackling 
the immense job of revamping the system. We particularly urge the Committee to finally 
remove the outmoded bond cap as a part of this effort. At the same time, however, we believe 
that the charitable contributions deduction and the preferred status of tax-exempt bonds are 
essential to capital formation for U.S. non-profit healthcare providers and should be retained in 
any reformed tax system. 
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Comments on the 

Effect of Tax Reform oo State and Local Governments 
Submitted by 

The Tax Reform Study Group 
within the Council on Tax & Fiscal Policy 
An Initiative of Joint Venture: Silicon Valley Network 

These comments are submitted pursuant to the House Ways & Means announcement of April 1 5, 
1996. They are submitted for inclusion in the {Minted record of the hearing held on May 1, 1996 on 
the impact of fundamental tax reform on state and local governments and tax-exempt entities. The 
following comments focus only on state and local government considerations and issues. The 
comments are intended to f/st areas for which Congress must interact with state and local legislators 
and tax administrators in order for effective reform of the federal tax system to occur. The Tax 
Reform Study Group is working on a more comprehensive comment letter to submit to the tax 
writing committees at a later date. 


Background on the Tax Reform Study Group 

The Tax Reform Study Group was fonned in October 1995 and consists of individuals from 
business, state and local government, and academia who are interested in studying the proposals 
for reform of the federal and state tax systems and tax reform in genera] and the impact to Silicon 
Valley. The Group provides objective forums for people in Silicon Valley to learn atout tax reform 
and how it affects them and their employers. The Group maintains a Web page where interested 
people can obtain obje Hve information on tax reform; 

http://www.svi.org/jointventure/tax/tax_fed.html 

Joint Venture; Silicon Valley Network is a dynamic model of regional rejuvenation with a vision to 
build a community collaborating to compete globally. Joint Venture brings {)eople together from 
business, government, education, and the community to act on regional issues affecting economic 
vitality and quality of life. One of its initiatives is the Council on Tax & Fiscal Policy. 

Drafting: The views expressed in the comment letter represent the collective views of the Tax 
Reform Study Group within the Council on Tax & Fiscal Policy of Joint Venture: Silicon Valley 
Network, and not necessarily the views of any individual members of Study Group, the 
Council or of Joint Venture. The primary drafisperson of these comments was Annette Nellen, 
Associate Professor, San Jose State University, substantive contributions and review were 
provided by William C Barrett, Director: Tax, ^port & Customs, Applied Materials, Inc.; AJf 
Brandt, Counsel to the Chairman, California State Board of Equ^ization; Dan Kostenbauder, 
General Tax Counsel, Hewlett-Packard Company; Larry R. Langdon, Vice President - Tax, 
Licensing & Customs, Hewlett- Packard Company; Suzanne Luttman, Assistant Professor, Santa 
Clara University; David W. Mitchell, Hoge, Fenton, Jones & Appel, Inc.; Jerry Nightingale, 
Financial Advisor, Royal Alliance; Donald J. S^tt, Director Tax Compliance, Oracle Corporation, 
John Thomson, Adjunct Fellow, Tax Foundation; and Arthur Troyer, Principal Analyst, Santa 
Clara County. 


Factors Relevant to State and Local Governments That Must Be Included in The 
Federal Tax Reform Debate 

State and local taxes are intertwined with federal taxes in a number of ways and it would not be 
possible for effective federal tax reform to occur without consideration of state and local tax 
implications. For example, one of the key goals touted for reform of the federal tax system is 
simplification. However, because most state income tax systems have some basis in the federal 
income tax structure, if states do not or cannot conform to federal changes, the goal of 
simplification will not be obtained for most taxpayers. This and other concerns that we believe 
must be included in the federal tax reform debate are listed and briefly explained below. 


State and lo caLcovemments rely on various federal income tax features: 

State and local governments have come to rely on a large number of features of the federal income 
tax system. Repeal of any of these features could adversely impact state and local governments. 
Also, should the federal income tax system be repealed and replaced with another type of tax, state 
and local governments would need some amount of lead time to be able to set up their own systems 
or make other adjustments. Some of the areas of state and local government reliance include: 

1) State income tax conformity to federal income tax. Most states with an income tax system in 
place rely on the federal income tax law in defining their own rules, in drafting state tax forms, 
and in their use of federal reporting fonns, such as W-2s and 1099s. In addition, many states 
rely on the results of federal inc ome tax examinations to make adjustments to state income tax 
Commoits on Impact of Federal Tax Submitted by the Council on Tax & 
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returns. A recent Joint Committee on Taxation report notes the following conformity 
information from the U S. Advisory Commission on Intergovernmental Relations;^ 

States with income taxes based on federal adjusted gross income (27): 

Arizona, California, Coimecticut, Delaware, District of Columbia, Georgia, Illinois, 
Indiana, Iowa, Kansas, Kentucky, Louisiana, Maine, Maiy'land, Massachusetts, 
Michigan, Missouri, Montana, Nebraska, New Mexico, New York, Ohio, Oklahoma, 
Oregon, Virginia, West Virginia, Wisconsin. 

States with income taxes based on federal taxaNe income (7): 

Colorado, Hawaii, Idaho. Mirmesota, North Carolina, South Carolina, Utah. 

States with income taxes calculated as a pocentage of federal tax liability (3): 

North Dakota, Rhode Island, Vermont 

States that only tax certain interest and dividends (2): 

New Hampshire, Tennessee. 

States that do not conform to federal income taxes (5) 

Alabama, Arkansas, Mississippi, New Jersey, Pennsylvania. 

States without an income tax (7); 

Alaska, Florida, Nevada, South Dakota, Texas, Washington, Wyoming 

2) Exclusion of interest on state and local bonds. Stale and local governments have relied on the 
tax advantage provided for state and local bonds under the fed^ income tax which excludes 
interest from such bonds from federal income taxation.^ (See further discussion later.) 

3) Tax benefits of home ownership. State and local governments have relied on the federal tax 
benefits provided to individuals who own a principal residence, namely the home mortgage 
interest and property tax itemized deductions. These benefits likely affect the value of homes. 
Any decline to the value of homes from a change in the federal income tax rules could have a 
negative impact on state and local government revenues from the resulting decline in the 
property tax base. 

4) Tax benefits of charitable giving. All levels of government derive some amount of benefit 
from services performed by charitable organizations. Without these organizations, 
governments would likely have to provide these services. A study should be conducted on the 
impact to each level of government from the elimination of the deduction for charitable 
contributions (as would occur under the consumption tax proposals^ This study should focus 
on whether the levels of charitable giving under the current tax rules would be adversely 
affected under the consumption tax proposals. 

5) Consumption taxes are the domain of state and local governments. State and local sales and 
use taxes are the major consumption taxes in the US. today. In 1994, such taxes represented 
33% of the state government tax collections for the 50 states combined.^ A benefit to state and 
local governments of relying to some extent on a consumption tax is that it can offset the 
inability to use the income tax as the sole revenue source (this is particularly important when 
federal income tax rates are high). A change from an income tax to a consumption tax at the 
federal level would limit revenue choices for state and local governments. 


State and local government financing concerns: 

State and local governments could be financially impacted federal tax reform in the following 
ways. 

1) New costs for state and local governments. Some of the current tax proposals will subject 
state and local governments (and the federal government) to new tax burd^. For example, 
under the Armey flat tax, governments (and tax-exempt entities) would be subject to tax at 1 7% 
(20% for the first two years) on fringe benefits provided to employees. A report by the 


bomt Committee on TkiUoii. Selected Materials Relating to the Federal Tax System Under Present Law and 
Various Alternative Tax Systems. (JCS-1-96). Mveh 14, 1996, 82. 

^ The exclusion for inloest on tUtc and local bonds has been part of the federal income tax law from the 
having been caarted as past of the Revomc Act of 1913. 

^ Only the USA tax proposal continues the charitable contribution deduction, but only for individuals; S. 722 
104th Cong., Ist Sess., §8 and §11. 

^ U.S. Census Buioau. http;//www.censtts.gov/, under Covemmeat data; the 33% figure excludes sales taxes 
collected directly by local governments. DaU for 1992 show that general sales taxes represented 10.8% of tax 
revenues for federal, state and local governments combined and 23.6% of tax revenues for state and local 
goveinmeiits combined. Source; U.S. Dept of Commerce, Statistical Abstract of the United States 1995, 115th 

1992. 
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California Franchise Tax Board concluded that the annual cost of this tax could be about $375 
million for the State of California and about $2.2 billion for local governments in California.^ 
The Gibbons subtraction method value-added tax (VAT) proposal does not suggest any 
exemptions for governments.^ Similarly, H.R. 3039, the National Retail Sales Tax proposal, 
does not suggest any special exemptions for governments.^ State and local governments would 
likely have to raise taxes on their own residents and/or reduce the level of government services 
in oi^er to deal with these new tax burdens. 


2) Government bond market The National League of Cities (NLC) estimates that the removal of 
the exemption for interest on municipal bonds could cause an increase in capital improvement 
and borrowing costs of up to 30%.^ The California Franchise Tax Board estimates that if the 
interest rate on municipal bonds increased by one-half of a percentage point due to removal of 
the federal exclusion for interest, the increased first-year debt service cost to California state 
and local governments would be about $100 million.^ How would state and local governments 
deal with such an outcome? How might the federal government offer an alternative means of 
support for such financing? 

While replacement of the federal income tax with a consumption tax could lead to improved 
savings and economic growth, further study is needed as to how this potential benefit 
compares to the potential increased capital costs that state and local governments could face 
under the consumption tax proposals. 


"Ripple" impacts to state and local go vernments from federal lax reform: 

State and local governments could also be impacted indirectly by various changes in the federal 
income tax law. 

1) Adverse effects of a proposal that is not revenue neutral. If a new federal tax system is not 
revenue neutral, but inst^ does not raise as much revenue as the income tax, budget deficits 
and the national debt would increase. This can negatively impact the states by reducing the 
amount of federal funds provided to state and local governments and increasing interest rates 
for everyone. 

2) Impact from removal of federal incentives that benefit state and local governments. Under 
most reform proposals, special deductions and credits, such as the targeted jobs tax credit and 
enterprise zone benefits, would be eliminated. While the direct benefits of these incentives are 
to taxpayers, state and local governments are indirect beneficiaries of them and could be 
adversely impacted by their removal.^^ 

3) Impact of removal of deduction for fringe benefits. Under the consumption tax proposals, 
businesses could no longer deduct fringe benefits provided to employees. One possible 
reaction to this change is that businesses may eliminate or reduce the fhnge benefits, such as 
health insurance, that they provide to workers.’^ If workers do not or cannot obtain their own 
health insurance, local governments are likely to see their health care costs, such as at county 
hospitals and clinics, increase. 

4) Impact on tax evasion from some proposed federal tax reforms. One of the current federal 
proposals is to replace the federal income tax with a national retail sales tax of 1 5%. For the 
46 states and the District of Columbia that currently have sales and use taxes, adding a 


^ California Franchise Tax Board - Economics and Statistical Research Bureau, The Impact of the Flat Tax on 
Califsrnia, Deconber 1995, pages 63«64; based on an assumed Z2.9%Ux rate. 

^ "Sales of goods and services to governments would be included in the system. Goveniments should not be exempt 
from the tax for their sales of goods and services." Coegressman Gibbons, The Value-Added Tax - A Revenue 
System for America's Future, March 27, 1996, page 11. 

7 "Nothi^ in this subtitle shall be construed to exempt any Federal, State, or local governmental unit or political 
subdivision from poking any tax imposed by diis sidrtitle on any sale, purchase, use. consumption or enjoyment 
by such a unit." H.R. 3039, 104th Cong., 2d Seas., §3(a). 

^ NLC, Nation's Cities Weekly, Jaouaiy 22, 1996. 

^ FTB Report, supra, page 63. 

Ihis potential problem has afready been noted by the NLC in Nation's Cities Weekly, January 22, 1 996. 

^ ^ The Armey proposal maintains a business deduction for employee wiges, but not fringe benefits. Under such a 
regime, businesses might be encouraged to eliminate fiinge benefits, but to replace all or part of that cost with 
increased wages for its worhm. However, unless w<rters can and do use the extra w^e income to purchase health 
insurance, the impact noted here would still occur. 

Under the sales tax proposal, RR. 3039, the effective tax rate is about 17.6% because the stated rate of 15% is 
qiplied to the tax-inchisive price for taxable property and services. RR. 3039, supra, §1 (a) md §21 (b). 

13 Delaware, Montana, New Hampshire and Oregon do not have a sales lax. Alaska does not have a sales tax at the 
state level, but it is used at the local level Due and MikeseU, Sales Taxation - Slate and Local Structure and 
Administration, 2d ed.. Ur ban Insti tute Press. 1994, page 3. 
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federal level sales tax on top of the state and local taxes would lead to combined rates of 20Vo 
or more in many states. At such a high rale, evasion is more likely and would adversely affect 
not only federal tax collections, but also state and local tax collections. Some tax administrators 
and researchers have suggested that at sales tax rates of 10% and above, evasion becomes more 
attractive. 


5) Impact of tax reform on industries that are not ''winners'' under reform proposals. Tax reform 
will create winners and losers. That is, some taxpayers will see their tax liabilities go down 
while others will face increases. State and local governments that have a higher proportion of 
"losers” in their jurisdiction will likely suffer ripple effects of declines in business and tax 
collections, and possibly job losses. For example, a 199S report by the California Franchise 
Tax Board noted that C corporations in all industries would face a tax increase under a flat tax 
(using a flat tax rate of 22.^). The report noted tiiat services, trade, construction and mining 
would fare worse under the flat tax than other industries.^^ 


Factors affecting whether or not states can or should conform to federal chang es: 

The federal tax reform debate should also consider whether states can and should conform to any 
federal changes. If states do not or cannot conform, some of the goals touted for federal reform 
will not occur. For example, if states do not conform to a new federal tax system, simplification 
will not be achieved for most taxpayers. This scenario would certaii^ raise the question of 
whether the federal government should have even gone through the difficult and risl^ effort of 
changing its tax system. Also, if state and local governments are considering any reforms of their 
own tax systems, it may be more efficient and beneficial to taxpayers if the reforms at all 
government levels were coordinated. Some of the specific factors to consider in the area of state 
conformity to federal changes include the following 

1) Potential double consumption tax for states. If a state were to abolish its income/ffanchise tax 
system in response to repeal of the federal income tax and adopt a version of the new federal 
consumption tax in its place, most states would then have two consumption tax systems in 
place - the new one and the sales tax. Most of tiie current federal proposals call for some type 
of a subtraction method VAT which, in effect, is a mechanism for collecting a sales and use 
tax. If a state were to have a subtraction method VAT and a sales tax, it would have increased 
the regressivity of its overall tax system, have duplicative, but separate tax systems, and would 
have eliminate one possible form of relief, namely, exemptions and credits available through 
the income tax system (an income tax system also helps to identify who is a ”low>income” 
taxpayer). 

2) Potential for increased regressivity of the tax ^tem. One benefit of an income tax at the state 
level is that it heipe to of^et the regressivity of the state's sales tax. If a state were to conform 
to a federal consumption tax, that l^efit would be lost and a new mechanism would likely be 
needed at the state and local level to alleviate the regressivity of the tax system on low-income 
taxpayers. The likelihood of increased regr^ivity of the tax system and the need for a new 
mechamsm to alleviate it could be a factor that discourages states fix>m conforming to a new 
federal consumption tax. However, states that chose to maintain their income tax systems to 
alleviate regressivity would face obstacles, including the non-existence of infonnation returns, 
such as Forms 1099 to report investment income, because they would be eliminate under a 
federal consumption tax. 

3) Differing state tax mixes. States have different tax mixes which can affect whether or not they 
can or should conform to a new federal tax system. This factor also means that states have 
Offering concerns with federal tax law changes. For example, if a state currently has no 
income tax. it citizens will have no need to pressure the sute to conform its system to a new 
federal tax system. Thus, in considering state government concerns in the federal tax reform 
debate, some state concerns must be consider^ at the individual state levels, not just under a 
broad category of concerns affecting all states similarly. The following chart illustrates how the 
mix of taxes can vary among states. 


^^Tah, Value Adikd Tax • I/ilemational Practtceand Problems,lBtanati<m»lMoaaary fmd, 198S,pagel8. Mr. 

Tait suggests that at a sales tax rate of 10% evasioa is "more attractive, and at 15 - 20 percent, becomes 
extremely tempting." Also see: Genml Accountii^ Office (OAO), State Tax Officials Have Conca-ns About a 
Federal Consumption Tax^ QAO/GOIV90>SO, March 1990, page 40; and Joint Econmnic Committee (JEC), 
Consequences of Replacing Federal Taxes Wiih a Sales Tax, August 1 995, p^e 8. 

1^ California Fraochise Tax Board - Economics and Sudiftical Research Bureau, The Impact of the Flat Tax on 
Calihmia, December 1995. pages 59 - 60. 
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State government tax coUections for all 50 states combined and selected states - 1 994 


(in millions of dollars) 


Type of tm 

All 50 stales^ 


Calif. 

‘A 

New 

York 

$0 


Texas 

% 

Property taxes 

$8,386 

2.2 

$3,000 

6 0 

0 

$0 

0 

General sales tax 

$123,298 

33. 

$16,872 

34. 

$6,365 

19. 

$9,926 

51. 



0 


0 


4 


0 

Selective sales 









tax* 

$62,540 

16. 

$4,594 

9.2 

$5,231 

15. 

$5,941 

30. 



7 




9 


5 

License taxes^ 

$24,203 

6.5 

$2,471 

5.0 

$941 

2.9 

$2,526 

13. 

Q 

Individual 









income tax 

$117,726 

31. 

$17,548 

35 

$16,034 

48. 

$0 

0 



5 


3 


9 



Corporate 









income 

$25,498 

6.8 

$4,633 

9.3 

$3,120 

9.5 

$0 

0 

tax 









Death and gift 
Documentaiy & 

$5,042 

14 

531 

1.1 

$799 

2.4 

$153 

0.8 

Stock transfer 

$2,539 

0.7 

$0 

0 

$327 

1.0 

$0 

0 

Severance 

$4,298 

1.1 

$46 

0.1 

$0 

0 

$919 

4.7 

Other 

$279 

M 

SO 

a 

SQ 


£3 

Q 

Total 

$373,809 

100 

$49,695 

100 

$32,817 

100 

$19,465 

100 


^ Includes alcoholic beverage, amusement, insurance premium, motor fuels, pari-mutuel, 
public utilities and tobacco sales taxes. 

^ Includes alcoholic beverage, amusement, corporation, hunting & fishing, motor vehicle, 
motor vehicle operators, public utility and occupation & business licenses. 

^ Excludes the District of Columbia and local governments; thus, taxes that are collected at the 
local level, such as pertiaps, property tax^, are not included in the chart. 

Note; The chart does not reflect wage assessments for retirement and social insurance 
programs and unemployment compensation taxes. 

Source; U S. Census Bureau, http;//www.census.gov/, under Government data. 


4) Possible pressure from taxpayers for conformity. If the federal government were to replace the 
income tax system with a simpler system, individuals in states with income tax systems that 
conformed to the repealed federal income tax would likely put pressure on state legislators to 
repeal the state income tax. Because it may not be in the best interests of the state to conform, if 
state legislators are not able to convince taxpayers of that fact, taxpayer revolt could lead states 
to make difficult changes. On the other hand, if state legislators are able to convince their 
citizens that conformity would not be good for the state, a backlash against the federal tax law 
change could result when taxpayers realize that their compliance burdens have actually 
increased (because their federal and state filing obligations are now quite different). 

The possibility that taxpayers will pressure states not to conform should also be considered, 
particularly under a plan such as the national retail sales tax where the federal government 
would want the states to conform and to administer the federal tax. Under H.R. 3039, the 
national retail sales tax proposal, a tax of 15% is levied on gross payments for the use, 
consumption or enjoyment of taxable property or services. Gross payments are defined as the 
product of the pre-tax factor and the price of the goods or services. The pre-tax factor is 1 
divided by 1 less the federal rate of 15% and the state tax rate if it is imposed in conformity 
with the federal system. Under this calculation, if a state has a confoiming sales tax, its citizens 
will pay a higher federal tax rate.^^ Under these circumstances, consumers will not want their 
state to conform. This would be in opposition to what the federal government desires. These 
types of concerns must be addressed during die tax reform debate. 

5) State reliance on a diverse tax mix. States may not find it in their best interests to conform to 
the extent they rely on a diverse tax mix to provide steady and predictable revenues. Property, 
sales and income taxes behave differently at various stages of the business cycle and under 
various economic conditions. This fact can be important to states in balancing state budgets on 
a yearly basis. 


For example, assume that H.R. 3039 is enacted and an individual purdiases a S20,000 car in a non-confoiming 
state. The federal sales tax owed on this purchase would be 15% x [1 -t- (1 • .15)] x $20,000 - $3,529. Now 
assume that the individual lives in a confeoming state with a rate of 7%. llie fedml sales tax calculation now 
becomes: 15%x [1 + (1 • .15 • .07)] x $20,000 = $3,846. Thus, the federal tax liability has increased by $317 if 
the individual resides in a state that con forms its tax system to the federal sales tax. 
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6) Transition time. States that want to conform to federal changes may need more time to get 
ready than the federal government needs. Also, due to differences in fiscal years between the 
federal government and most state governments, transitional periods may need special 
coordination in order to prevent confusion for taxpayers, possible abuses by taxpayers and 
needlessly complex federal-state tax reconciliations by taxpayers. 


Concerns of state and local taxpayers: 

1) Updating of P.L S6-272. If the federal government replaces its income tax system with a 
consumption tax and all or some states confomr, businesses would likely want to see P.L. 86- 
272 updated to include the new tax (such as a subtraction method VAT) in order to retain 
interstate protections provided by P.L. 86-272. 

P.L. 86-272 (IS U.S.C. §381)*^ enacted in 1959, provides the minimum standards that must 
be met in order for one state to tax the operations of a foreign (out-of-state) business. The law 
prohibits a state from taxing a foreign business's net income derived from activities within the 
state if the activities consist merely of solicitation of orders that are approved, filled and 
shipped from outside the state. This law only applies to net income taxes and transactions 
involving the sale of tangible personal |M'operty . Whether the protections of P.L. 86-272 apply 
to a VAT has already been tested in Gillette Co. v. DepL of Treasury^^ which involved 
Michigan's single business tax (SBT), a form of addition method VAT. The court held that 
because the SBT was neither a tax impeded on net income nor a tax measured by net income, 
P.L. 86-272 did not ^ply to the tax. Thus, whether Michigan could subject an out-of-state 
taxpayer to the SBT had to be determined under the Due Process and Commerce Clause 
provisions of the U.S. Constitution. Because some or all states might consider confoiming to a 
new federal tax, revision of P.L. 86-272 should be included in the federal debate. 

Any state that changes its income and franchise taxes to a VAT (assuming that is what the 
federal government does), might also want to revisit apportionment formulas for determining 
what portion of a multistate company's taxat^e base is taxable in a particular state. The standard 
3-factor apportionment formula (sales, property, and payroll) is used in Michigan for its SBT 
and the constitutionality of its use has been upheld the U.S. Supreme Court.^^ However, 
should other stales also replace net income taxes with a VAT, perhaps consideration should be 
given to what is the best apportionment technique to determine a multistate business's taxable 
business activity within a (Articular state. Alternatively, the new federal system may warrant 
that states consider whether it is most appropriate to apply the system on an origin or a 
destination basis and how this could be coordinated with the federal system such that 
simplification would be attained and business income would not be double taxed by the states. 
Again, time would be needed for this aspect of state taxation to be analyzed, debated and 
implemented. 

The possible need to update P.L. 86-272 and revisit apportionment and/or sourcing standards 
is an area that will require discussion among state and federal governments, as well as 
businesses, and must be included in the federal tax reform debate. 

2) Can reform alleviate both federal and state tax burdens? Much of the federal tax reform 
discussions to date have focused on the complexity of the federal income tax as a reason to 
change it. However, federal taxes are not the sole compliance burden faced by businesses. A 
survey conducted by researchers at the University of Michigan in 1993 noted the following 
"most fi^uent" suggestions from respondents for simplifying compliance: 

• increase uniformity between federal and state rules 


^ ^ For example, states may need more time to enact iegulatioo, train tax personnel, change computer systems, •nH 
make a revenue estimate in order to set a tax rate. The availability of personnel and resources mity not be 
equivalent at the state level to what it is at the federal level; and to some extent, the federal government has 
obtained a "head start" in the reform process. 

15U.S.C. §381 Imposition of net income tax 

(a) M i nim um standa^. No State, or political subdivision thereof, shall have power to impose, for aiiy taxable 
year ending after the dale of the ma^ment of this Act, a net inemne tax on the income derived within such State 
by any person from inlerstate commerce if the only business activities within such Stale by or on behalf of such 
person du^ such taxable year are either, or bodi. of the following: 

(1 ) the solicitation of orders by sudi person, or his represeolative, in such State for sales of tangible personal 
property, which orders are seiU outside the Stale for approval or rejection, and, if approved, are filled by 
shipmoit or dehvoy from a point oitfside the State; azal 

(2) the solidtation of orden by such person, or his representative, in such State in the name of or for the benefit 
of a prospective customer of sudi pe^n. if orders Ity such customer to such person to enable such customer 
to fill orders resulting from such solicitation are orders desGribedinpangnjrii (1). 

GiUette Co. v. DepL ofTreaeory, 497 N.W.2d 595 (Mich. App. 1993), cert denied, 115 S.Cl 779 (1995); also 
see Guardian Industries Carp. v. Dept, of Treasury. 499 N. W.2d 349 (Mich. App. 1 993). 

Trinova Carp, v. Uichtean DepL of Tr easury. 49« U.S. 35* (1991). 

CMnmenls on the Impact of Fedenl Tax Suhmitted by the Council on Tax * 
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• eliminate, simplify and/or change the AMT rules 

• increase book-tax conformity 

• a uniform formula for apportioning state taxes^^ 

The current consumption tax proposals would only alleviate the AMT compliance burden for 
businesses. The suggestion to increase uniformity between federal and state rules cannot be 
met if states are not included in the federal tax reform debate. Also, state apportionment is not 
part of the current debate (aitliough tax simplification is part of the debate). 

To best address what would truly be simplification for businesses and individuals, the debate 
must include whether state and local governments can or should conform to the proposed new 
federal tax system, what are the true compliance concerns of business and individual taxpayers 
and how both federal and state compliance burdens can be alleviated in one reform effort. 


Can state and local tax issues be included in the federal tax reform debate^ 

Stale and local governments presently face several taxation issues, such as nexus determinations, 
how to collect sales and use tax on purchases made by mail order or over the Internet from non- 
present retailers, how to deal with eroding tax bases, and increasing pressure to offer various 
business tax incentives. Many of these issues stem from changes in the economy, such as 
expansion of the services sector and decline of the manufacturing sector In addition, changes in 
ways of doing business, and the increased importance of difficult to tax items, such as services and 
intangible assets, have made portions of federal, state and local tax systems outdated and 
sometimes, ineffective. While these are complex issues and situations, consideration of how 
federal tax reforms can or should help state and local governments address these areas would be a 
beneficial addition to the debate for all parties involved. 

The federal debate should also consider the flat tax proposals that some states have already 
proposed, such as in California (ACA 29), Arizona (SB 1407) and Iowa (HF 2492). These 
proposals and the reaction of taxpayers to them and how they differ from each other and from 
federal proposals would be an interesting addition to the federal tax refonn debate. 

Perhaps the federal reform process should include creation of a model state tax act that would 
address state tax concerns and aid states that want to conform to the new federal system. Such a 
model would be helpful to states in calculating what a revenue neutral rate would be for them. It 
would also help taxpayers to more effectively evaluate the potential impact of tax refonn at the 
federal and state levels.^ 


Federalism: 

Proposals to shift tax collection responsibility raise issues of federalism and the balance of power 
between federal and state governments. A proposal to require the states to collect a national sales 
tax, for example, could shift the balance of taxation power to the individual states and lead to 
federal-state conflicts. Under such a system, the federal govemment would depend on states to 
remit their "national" tax revenues. What remedies would exist if a state withheld its revenues to 
compel the federal govemment to modify some federal policy, or if the federal govemment was not 
in favor of some technique used by a state in administering the tax? Conversely, if a tax reform 
proposal involved federal collection of state revenues, would state governments lose their 
independence in tax administration and adjudication matters? Similarly, would removal of the 
current income tax rules, in light of the fact &at the majority of states rely on some portion of these 
rules, be equivalent to the federal govemment imposing its new system on the states? Again, what 
is the appropriate division between federal and state governments with respect to taxes? 

The tax reform debate should include a study of the appropriate balance between federal, state and 
local governments in enacting and administering taxes, as well as the role of the judiciary. For 
example, where states act as collectors of a federal sales tax, in which courts should disputes be 
handled? The tax reform debate should involve a constitutional discussion of federalism and 
taxation, how to balance this issue with taxpayer desires for simplification (such as increased 
uniformity between federal and state rules), and how changes in the economy and the nature of 
business transactions that have occurred since the federal income tax was adopted in 1913^^ impact 
the balance of taxation matters between each level of govemment. 


^1 As reported in JCS-1-96, supra, page 77, based on study by Joel Slemrod and Marsha Blumenthal, "Income Tax 
Compliance Cost of Big Business," Univ. of Mich^an Working Paper No. 93-11, 1993. 

Such a model need not be created by Congress; it might instead be written through a combined effort of the 
various organizations that presenth' exist that represent stale and local governments. Several of these organizations 
are noted in the next section of this connneot letter. 

For example, our economy of today has a more global focus, as opposed to a local or national focus. Also, 
transactions have changed to a point where in many instances, borders are not transactionally important, such as 
for transactions involvinfl the Internet a nd satellite transmissions. 

Comments on the Impact of Federal Tax Submioed by tbe Council on Tax A 
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ExistiDg Input From State and Local Tax Administrators and Legislatures 

In 1 990, the GAO conducted a survey of state tax administrators to gather their views on a federal 
consumption tax. This data should updated and included in the debate. This study found that 
81Vo of state policymakers opposed a federal retail sales tax and 68% opposed a VAT. Instead, 
most favored using existing tax systems to reduce the federal budget deficit. Per the report; 

Policymakers are concerned that a federal consumption tax could (1) limit the states' ability 
to raise additional revenue from state sales taxes, (2) pressure the states to alter their tax 
bases to conform with the federal tax base, and (3) confuse taxpayers about the distinction 
between state and federal consumption taxes.^ 

In addition, the National League of Cities has adopted an action agenda dealing with federal tax 
reform issues. A key concern of the NLC is the lack of attention being given to local government 
concerns in the federal debate. The 1996 Action Agenda adopted by the NLC Board of Directors in 
March 1996 states that they support: 

• a system based on ability to pay; 

• keeping the income tax as the primary federal tax base; 

« the deductibility of state and local taxes; 

• keeping municipal bond interest exempt from tax; 

• a federal tax syf iern which produces sufficient revenues for ongoing government services; 

• changing current rules that favor consumption over savings, rather than moving to a pure 
consumption tax; 

• broadening the tax base; and 

• "a phasing-in of any major tax changes and recognition of the interrelationship of the federal, 
state, and local tax systems. 

Because the items on the NLC agenda are in conflict with most of the federal tax reform proposals, 
there is a clear need for open dialogue and debate on the difficult issues raised by federal tax reform 
and how they impact state and locd governments. 

Additiondly, a report of the National Conference of State Legislatures discusses revenue and 
taxation issues and concerns presently faced by states. Information from this report should be 
useful in considering state and local tax systems and issues and how they might be hindered or 
helped in the process of reforming the federal tax system.2’ 


Cooclusign 

We encourage Congress to include the state and local government items listed above in the federal 
tax reform debate so that effective reform can occur for all taxpayers and all levels of governments 
and without unnecessary adverse impact to state and local governments. 


General Accounting Office, Tax Policy: State Tax Officials Have Concerns About a Federal Consumption Tax. 
GAO/GGD-90.50. March 21, 1990, page 31. 

GAO/GG1>9(^50, suprot page 4. 

*1996 Action Agenda* of ttie Natioiial League of Cities, adopted Matdi 9, 1996. 

2 ' Financing State Gover^eni In the 1990s, Febnuiy 1994, ed. SneU. prepared by the stafb of the National 
Confe racc of Stiie LegisUlmcs, Notioiul Govenion' AaocUliwi. Fodenlioii of T*x Admiiiutnton, Muhinale 
Tm Commission, md Ifae Nrtioml Awo ciorton of Sute Budget Officen. 

ComDenOi on the bngoct of Federal Tex Sohrajttod by the Council on Tex * 
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STATEMENT OF THE LARGE PUBLIC FOHER COUNCIL 
ON 

THE IMPACT ON STATE AND LOCAL GOVERNMENTS AND 
TAX-EXEMPT ENTITIES OF REPLACING THE FEDERAL INCOME TAX 


The Large Public Power Council ("LPPC") is pleased to 
present the following statement of its views on the impact on 
state and local governments and tax-exempt entities of replacing 
the federal income tax. 

The LPPC is, as its name implies, an organization of the 
nation's largest public power systems. Our members serve some of 
the nation's largest metropolitan areas, including Los Angeles, 
Phoenix, Jacksonville, Seattle, Orlando, and Austin, as well as 
smaller communities in rural America. In total, we serve over 
six million customers directly with electric power, and our 
members' revenues total over $12 billion. We own and operate 
many large electric generating stations and thousands of miles of 
high-voltage bulk power transmission lines. These electric 
systems require large capital investments, and our members rely 
on the tax-exempt bond market for extensive financing needs that 
cannot be provided directly from customer rates. LPPC members 
have over $30 billion of tax-exempt bonds outstanding. 

The LPPC supports reasonable changes to the national tax 
system that promote economic efficiency and lead to a less 
complex and burdensome tax regime. Tax reform of this sort 
should be comprehensive and not create disproportionate burdens 
on any one sector of the economy. 

The objective of LPPC members is to provide their customers 
with reliable energy at a competitive price. The electric power 
industry is currently undergoing significant change and moving to 
a much more competitive and less regulated environment. LPPC 
members would be particularly concerned about major changes in 
tax law which increase their costs relative to competing 
organizations. Increased costs for electric power would be 
passed on to customers. Many of our industrial and commercial 
customers compete in competitive global markets and are acutely 
sensitive to increased costs of any sort. 

We particularly encourage careful review of any tax 
proposals that would impact the preference for tax-exempt bonds. 
The impacts of such changes will be hard to predict and diverse, 
and state and local governments should be asked to provide input. 
On the other hand, it is clear that tax reforms that simplify the 
rules and reduce the administrative burden in the areas of 
arbitrage rebate and private activity would be beneficial to 
issuers of tax-exempt bonds. 

The LPPC stands prepared to provide you and your staff with 
any necessary technical assistance and comments, and appreciates 
the opportunity to voice its concerns. 

Thank you for your consideration. 
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COMMITTEE ON WAYS AND MEANS 
HEARING ON TAX REFORM 
APRIL 24, 1996 

WRITTEN STATEMENT OF THE 
NATIONAL ASSOCIATION OF BEVERAGE RETAILERS (NABR) 

The following written testimony is submitted on behalf of the National Association of Beverage 
Retailers (NABR), a national association comprised of state associations of both "off-premise" and "on- 
premise" licensees. NABR’s off-premise retail members, formerly represented by the National Liquor 
Stores Association, operate businesses in the "license" or “open" states. 

NABR welcomes the opportunity to submit written testimony which supports Chairman Archer’s 
belief that any reform of the tax system of the United Slates of America should result in a simplified 
approach to taxation, does not increase the tax burden on either private or corporate citizens, fosters 
competitiveness on both the domestic and international marketplace, and encourages savings and 
investment. 

In particular, NABR stands in opposition to any measures which would increase the Federal 
Excise Tax (FET) or Value Added Taxes (VAT) on any alcohol beverage product due to the negative 
consequences such an impact will have on the beverage alcohol industry, consumers, and local, state and 
national economic stability. 

Should alcohol beverage products become the target of increased taxation, and should the 
increases be implemented, the alcohol beverage industry - the nation’s most taxed and highly regulated 
industry - will be expected to accept the additional burden of curing the nation’s economic woes. 

While NABR supports - without reservation - our Congress’ efforts to reform the nation’s tax 
system while at the same time addressing the U.S. budget deficit, we must wholeheartedly object to 
increased or additional taxes on alcohol beverage products on a number of grounds. 

The alcohol beverage industry has been targeted by some for heavy taxation on the basis of so- 
called negative externalities and the "social costs" that are derived from the consumption of our products. 
Higher prices will only deter responsible consumption of alcohol. Higher prices through higher taxes 
will not deter the abusive consumer from purchasing alcohol beverages. It must be noted that alcohol 
abusers are but a small number as compared with the 90 million -f responsible and moderate consumers 
who would be discouraged from enjoying their right to responsibly, moderately and lawfully consume 
alcohol beverage products. 

It is not only the consumer who will be hurt. The alcohol beverage industry, its employees, 
related service and agricultural industries, and the nation and its economy will be harmed by increases 
or additional alcohol beverage taxes. The alcohol beverage industry is on a financial decline, therefore 
it is the wrong time to impose further taxes. 

Alcohol beverages are the most highly taxed and regulated consumer product in the nation. 
Nearly one-half the cost of a bottle of spirits, for example, is earmarked for excise or sales taxes. 
However, the heavy taxation of our products has actually had a negative impact with respect to U. S. tax 
collection efforts. Evidence: despite the 8 percent FET increase on distilled spirits in 1991, the U. S. 
Government actually collected $91 million less than the year prior to the increase. 

Beer retailers, distributors and manufacturers faced a similar dilemma when in 1991, a 100 
percent increase in the federal excise tax on beer went into effect. The tax increase directly resulted in 
a decline in sales of 9 1 million cases. The fallout has been 3 1 ,000 lost jobs in the brewing, wholesaling 
and retail industry tiers and resultant lost wages totalling millions of dollars among brewers, distributors 
and on- and off-premise retailers. Millions of dollars were also lost in selected reductions of direct 
purchases such as packaging and agricultural products which were neither needed nor purchased. And 
most ironic, nearly $310 million in state and federal revenues were lost as a result of declining sales and 
lost wages and tax and social security revenue. 
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The wine industry in the U. S. experienced its largest drop in sales in over 40 years following 
the huge federal excise tax increase in 1991. Depressed wine sales adversely affected the farm economy 
due to a lower level of production. Estimates are such that the newly proposed tax increase will result 
in a loss of IS - 20,000 acres of grapes grown in the U. S. Lower wine sales will translate into a drop 
in economic activity and job loss. California - where 90 percent of U. S. wine is produced - is still in 
a deep depression. Unemployment is critically high in that state and will only increase with higher taxes. 

Excise taxes are heavily regressive and will result in a negative economic impact. Both at current 
and increased levels, excise taxes hit the low and middle class especially hard and have a burdensome 
impact on the national, state and local economies. As taxes and costs rise for the consumer, purchasing 
and consumption will drop sharply, taking with it the precious tax revenues which government at all 
levels has come to rely upon. 

Should a new layer of tax he implemented, such as a national sales tax, the FET on alcohol 
beverage products should be repealed in light of the facts staled previously about the economic burdens 
on industry, citizens as well as the federal, state and local governments. 

In summary, we hope that you will consider the following critical points: 

1. Increasing federal excise taxes or adding additional taxes on alcohol beverages 
will destroy Jobs. 

2. Increasing federal excise taxes on alcohol beverages are regressive and will 
increase taxes on middle and low income Americans. 

3. Increasing federal excise taxes on alcohol beverages will reduce state sales and 
excise taxes and will result in increased unemployment benefit claims. 

4. Higher excise taxes on alcohol beverages punish both the responsible drinker and 
the non-drinker through lost jobs and wages. 

5. The alcohol beverage industry already pays its fair share burden. 

6. Higher taxes do not reduce alcohol abuse as price is not a concern to those who 
abuse alcohol. 

In conclusion, NABR supports Congressional efforts to streamline and improve the efficiency of 
the nation’s tax system. However, narrowly focused taxes such as excise and value added taxes, which 
proves costly to our nation's businesses and economy, should be replaced by broad-based, equitable 
income or consumption taxes. 

As pact of this streamlining effort, the Congress should seriously consider abolishing excise taxes. 
The regressive nature of the excise tax is counterproductive in terms of its negative impact on citizens’ 
ability to pay. 
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STATEMENT OF NATIONAL ASSOCIATION OF BOND LAWYERS 

This testimony is submitted to the Committee on Ways and Means pursuant to its 
request for comment on The Impact on State and Local Governments and Tax-Exempt 
Entities of Replacing the Federal Income Tax by the National Association of Bond Lawyers, 
a non-profit association of municipal finance lawyers organized for the purpose of improving 
the law relating to state and municipal obligations by among other things educating its 
members and providing advice and comment with regard to state and municipal obligations 
with respect to legislation, regulations, mlings and other actions or proposals affecting state 
and municipal obligations. The National Association of Bond Lawyers (NABL) is 
incorporated in the State of Illinois. NABL has over 2,800 members practicing in fifty 
states. 


We begin our testimony by associating ourselves with the comments made by Arthur 
Lynch on behalf of the Government Finance Officers Association and the eighteen other state 
and local government organizations endorsing the GFOA testimony. We believe the 
concerns raised by the GFOA testimony are accurate and rather than repeat them, we 
endorse that testimony and will address certain other issues raised by the analysis done by the 
Joint Committee on Taxation Staff Description on Impact of Tax Reform Changes on State 
and Local Governments (the JCT Description) in the area of municipal bonds. 

As our concerns evidence below, we concur with the JCT Description’s conclusion 
that adoption of any of the proposed tax reform recommendations would dramatically affect 
both the outstanding $1.2 trillion of municipal bonds, and fumre investment in municipal 
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bonds and the public infrastructure for which the borrowing is made. The tax structures of 
state and local governments would have to be completely overhauled at great cost and effort 
to state and local governments if any of the proposals were enacted. We also are concerned 
that were tax-exemption removed from the Internal Revenue Code (the Code), it could 
jeopardize exemption analysis for obligations issued by state and local governments under the 
Securities Act of 1933. Attention to protection of that exemption is necessary if any of the 
proposals are adopted. For purposes of this testimony we assume such protection would be 
provided and therefore will not address the potential costs of the loss of the registration 
exemption that would be incurred were such protection not provided. 

Adverse Credit Implications 

As municipal finance lawyers, we are particularly worried about the changes in the 
security for or the perception of the strength of the security behind outstanding as well as 
future bond issues. The implication in the JCT Description is that there will be no transition 
relief provided for outstanding tax-exempt bonds under the proposals except for the USA 
Tax. This causes us concern for three reasons, all of which relate to the adverse security 
implications which arise from adoption of any of the proposals set forth in the )CT 
Description. First, one fundamental reason people complain about the Code and its 
unfairness and complexity is their belief that Congress is perpetually changing the Code to 
benefit someone else and potentially to their detriment. To deflate the value of outstanding 
bonds will enhance their skepticism about the Code, not diminish it. 
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Second, for the Congress to break the contract between municipalities and their 
bondholders by eliminating the benefit bondholders received when they bargained for tax- 
exemption undermines bondholders’ belief in the security for those bonds (and in fact the 
acmal security) and the fundamental premise of the contract between the bondholder and the 
borrower. Outstanding debt would be drastically devalued to the detriment of the purchasers 
relative to other investments they might have made had they known their tax advantage 
would be eliminated. The implication for fumre borrowers is that purchasers cannot count 
on the non- impairment of the contract made by governmental issuers because of the 
possibility that Congress would again interfere with the bargain they might make and 
therefore, issuers will not only see increases in interest rates due to taxability but also due to 
a risk premium. 

Should Congress decide to provide transitional relief for outstanding obligations, it 
would be recognizing the sanctity of tliat contract and protecting the existing bondholders 
from a change they could not have foreseen when they purchased the bonds, a change that 
may be fundamental to their long-term financial planning like their retirement plans. 
Purchasers who assumed that these were safe tax-advantaged investments made to provide for 
their retirement needs will under consumption tax proposals be devastated and under other 
options find their investment made illiquid or subject to sale at a loss. 

The third concern relates to creditworthiness — these proposals, as suggested in the 
GFOA testimony and the JCT Description, will dramatically change the structure of state and 
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local taxation. To the extent that property values drop as the result of changes in mortgage 
deductions and the deductibility of property taxes, the fundamental security underlying the 
repayment of these long term fixed-rate bonds will have been undermined, thereby calling 
into question the issuer’s ability to repay the debt. Replacement of the lost debt service 
could be achieved through tax increases at the local level to make up the difference due to 
the impairment of the security underlying the bonds. However, this will only further call 
into question the ability of issuers to raise taxes to meet outstanding debt requirements - 
their creditworthiness - and thereby reduce their ability to make funire infrastructure 
investments. 

State and local government creditworthiness is premised on an issuer’s overall debt 
capacity, that is, what amount of debt the local tax base can bear. The JCT Description 
states that there has been no direct correlation proven between interest rates and 
infrastructure investment but does not address the impact of debt capacity on infrastrucmre 
investment. If issuers are required to pay higher taxes to service outstanding debt and hig'her 
rates to borrow in the future due to loss of tax exemption, then additional incremental debt 
will come with a higher risk factor, which means additional expense. This means the issuers 
quickly reach their debt capacity , the level at which either they can no longer afford to raise 
taxes to pay for future borrowings or the market will no longer trust their ability to repay 
that debt. Such changes as a result of the tax reform proposals would be happening at a time 
when the federal government is decreasing its investment in infrastructure and is turning 
responsibility over to state and local governments for infrastructure investment as well as 
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other federally mandated programs. State and local governments will not be able to enhance 
their share of investment in infrastmcmre, given their other new responsibilities under the 
1996 and proposed 1997 budgets. This must be considered carefully when analyzing the 
expected economic growth attributed to these various tax reform proposals because the 
economy’s ability to expand is subject to the physical constraints of its infrastmcmre. 

Cost and Efficiency 

Two of the criticisms of tax exemption in the JCT Description are "inefficiency ” and 
therefore "unfairness.” The criticism mistakenly focuses on the incorrect perception that tax- 
exemption benefits only higher bracket taxpayers. The inefficiency criticism misses the mark 
in at least two ways. First, since interest rate obligations are set by marketing efforts to all 
investors, including many lower bracket taxpayers investing in tax-exempt mumal funds and 
especially the elderly who rely on tax-exempt income during their retirement, the rate for 
particular obligations represents the blended equivalent, in after-tax dollars, of comparable 
quality taxable investments made by similar buyers. Market efficiency should produce rates 
for local government reflective of the aggregate investor tax savings and benefits to higher 
income bracket taxpayers should be off-set by lower bracket taxpayers. 

Second, if higher bracket taxpayers are now major investors in tax-exempt bonds, it is 
because bonds are now relatively more favored than other tax-exempt investments. In prior 
years when tax rates were higher, the percentage of individuals holding state and local 
government bonds were lower because there were other more attractive investment 
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possibilities. There will always be some things in the Code more highly favored than others 
and that fact should not be taken as proof that the program underlying the tax treatment 
should be terminated. The program should be evaluated on its own merits as to whether or 
not it is meeting a governmental purpose. Furthermore, the reality is that capital will find 
another tax-advantaged investment vehicle in the new tax regime and not, as calculated in the 
JCT Description efficiency argument, an "efficient" taxable investment. 

If the Committee really wants to deal with inefficiencies related to tax -exemption, it 
v^ould eliminate many of the complexities in the Code relating to tax-exempt financing so 
that the federal benefit would go into infrastructure reducing the cost of Code compliance or 
Code inefficiencies like the Alternative Minimum Tax on tax-exempt bonds. Another 
example of Code created needless inefficiency is the costly, duplicative requirements of yield 
restriction and rebate. Elimination of yield restriction would simplify municipal finance 
transactions, and reduce compliance costs without providing opportunity for abuse due to the 
existence of rebate. 

To address the fairness question one has to evaluate who benefits from investment in 
public infrastructure and whether their relative enjoyment is comparable to what they are 
paying for it - at the federal and local level. Higher bracket taxpayers may benefit more 
from the investment in tax-exempt bonds than lower income investors, but lower income 
investors similarly pay a lower tax burden for the cost of government, including 


infrastructure investment. It is hard to evaluate the commensurate share attributable to an 
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individual taxpayer from an investment in a road or municipal transit system, [t would 
depend on whether the taxpayer was a truck driver, the owner of a trucking company, a mass 
transit commuter, a student in a local public or state financed school system, a user of public 
parks, a mortgage revenue bond borrower, or a low income housing tenant. The tax equity 
argument cannot be calculated purely on the basis of tax efficiency but has to be calculated 
on the actual beneficiaries of the infrastrucmre investment. Arguably lower income 
taxpayers benefit more from investment in those projects than do higher income investors by 
virtue of the relative number of taxpayers in each category and the proportional responsibility 
for state income and property taxes dedicated to repay the debt. The numbers would suggest 
that equity analysis places a higher benefit to infrastructure investment in the public generally 
than in specific segments of the economy and in a broader base of the public than pure 
analysis of investor benefit would suggest. 

Allocation of Capital 

The JCT Description suggests that tax-exemption somehow skews investment in favor 
of tax-exempt projects over allocation of capital to other projects. It is a fundamental 
purpose of government to allocate its resources whether through the Code or through direct 
appropriations. Tax -exemption is an appropriate allocation of capital to infrastructure 
investment which since 1968 has been reviewed and refined by Congress to assure it is 
appropriately meeting its public purpose. Additionally, it is required to be approved at the 
issuer level of government, further assuring its governmental purpose. Tax-exemption is an 
alternative and not an additional tax advantage or "allocation of capital". Whereas, the 
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corporate sector gets the benefit of the allocation of tax expenditures to their capital 
investment through depreciation, governments get tax-exemption and no depreciation 
benefits. State and local governments are not getting additional tax benefits. 

Inter-Govemmental Comity or Reciprocal Immunity 

Finally, the analysis of the impact on the Federal Treasury and the relationship 
between state and local governments and the federal government needs to recognize the 
concept of comity or reciprocal immunity. State and local bonds are federally tax-exempt 
and federal debt is tax-exempt at the state level. According to the JCT Description, 
households held $1,087 trillion in federal government debt (excluding $145.2 billion in large 
time deposits and $353.1 billion in money market shares) that is tax-exempt at the state level 
due to federally proscribed stale tax-exemption of federal debt. If state and local obligations 
are to become taxable, then fairness should dictate that federal debt would become taxable at 
the state and local level, thereby increasing federal borrowing costs. 

As bond lawyers we constantly confront the fact that state, local and federal taxpayers 
are one and the same. Any changes in the federal system must consider the implication for 
the taxpayer and not just the level of government applying the tax. If a federal tax cut harms 
the revenue base and increases the demands for revenues at the state and local level, 
taxpayers will not be happy with a federal tax cut that merely shifts their tax burden to a 
different level of government. Thank you for the opportunity to address the Committee on 
these important issues. 


William H. McBride 
Hunton & Williams 
President, National Association 
of Bond Lawyers 
2000 Pennsylvania Avenue, NW 
Washington, DC 20006 
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INTRODUCTION 

Good morning Chairman Archer. Congressman Gibbons, and distinguished 
members of the Committee. I am W. Ron Allen. Chairman of the Jamestown 
S’Klallam Tribe of Washington State and President of the National Congress of 
American Indians (the “National Congress” or ‘"NCAl”). On behalf of the 
National Congress and our 206 member tribes, I am pleased (o present to the 
Committee this statement regarding revenue generating measures currently 
contained in the Internal Revenue Code (the “Code”), possible alternatives to these 
measures, and the likely impacts of such alternatives on Indian tribal governments 

As the oldest, largest, and most representative Indian advocacy 
organization in the United States, the National Congress is dedicated to the 
exercise of tribal sovereignty and the continued viability of tribal governments. 

FUNDAMENTALS OF FEDERAL INDUN LAW AND POLICY 

Since the earliest days of our republic, Indian tribes have been accorded 
sovereign status, which brings with it not only the well-established right to regulate 
and tax persons and activities within the boundaries of the sovereign, but also the 
well-settled principle that sovereigns do not possess the authority to tax other 
sovereigns. It is this dual nature of tribal sovereign existence that is critical to any 
discussion of the current Code provisions and how tribes would be affected by 
changes in the Code. 

Along with states and the federal government, tribal governments are I of 
3 sovereign entities mentioned in the U.S. Constitution. Though the constantly 
changing balance of power in our federalist system has never adequately 
recognized Indian tribal governments as sovereigns, the U.S. has consistently held 
Indian tribes, like states, sovereign and non-taxable. Treating tribes as non-taxable 
entities reflects the legal and political reality that tribal sovereignty itself predates 
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the U.S. Constitution and is inherent rather than delegated as some would believe and would have 
this Committee believe. ' Indian tribes, therefore, enjoy all those characteristics and attributes of 
sovereignty not explicitly withdrawn by treaty or statute. 

THE INTERNAL REVENUE CODE AND INDIAN TRIBES 

The current Code includes authority to tax 3 types of “taxable entities”: individuals, 
estates and trusts, and corporations. (See Code Secs. 1(a) - (d); 1(e); and 1 1(a) respectively). By 
its own terms therefore, the Code does not provide for the taxation of Indian tribes at the federal 
level. As 1 noted above, Indian tribal governments are not considered “taxable entities” and are 
therefore immune from the federal tax. ^ As a general rule, agencies and enterprises of a tribe 
retain the non<taxable character of the tribe. For instance, proposals to levy a federal tax on the 
revenues generated by a tribal government gaming frtcility fail to recognize the fact that the 
activity is governmental in nature, not commercial or for-profit, and is akin to state lotteries which 
enjoy tax-immunity. I want to make this point clear: these activities are not commercial or for- 
profit, nor are they undertaken by a tax-exempt organization because tribal governments are not 
“tax-exempt” but rather are tax-immune — like the several states themselves. 

Similarly, there have been efforts made over the years to levy a federal tax on corporations 
organized under tribal charters. Ironically, as tribes have attempted to bring value-added activities 
and jobs to our reservations the states with tribal populations have proven eager to regulate and 
tax those activities. These initiatives will not only frustrate tribal efforts, but represent a 
significant deviation from past practice and well-settled law. It has long been held by the 
Department of Treasury’s Internal Revenue Service that federally-recognized Indian tribes are 
not subject to the federal tax, even on income that appears to be “clearly commercial”. ^ The IRS 
has also held that tribal corporations organized pursuant to a federal charter under the federal 
Indian Reorganization Act (“IRA”) * arc similarly non-taxable. Tribally-owned corporations 


’ I would, without going further, like to thank Chairwoman Debra Doxtator, of the Oneida Tribe of 
Indian Wisccxisin, for her testimony made to this Committee on I May. and would like to associate myself 
with her remarks. 

^ “Indian tribes are not taxable entities under the income tax provision of the Intonal Revenue Code. 
The Code taxes the income of every ’individual’; 'estate and trust’, and 'corporation'. These terms do not 
include Indian tribes vdiich are 'unique aggregaticxis’ like no other legal entities. The fact that tribes retain 
sovereign powoa of government straigthens the crmclusion, because the federal income tax does not apply to 
other units of government.” fe\vKCchea,HandbookofFederalIndianLa'>v (1982 ed.) P. 390. 

^ See Rev. Rul. 67-284, and Rev. Rul. 94-16. 

* 25 use Sec. 477; see also Rev. Rul. 8 1-295, bolding that a “fedo'ally chartered Indian tribal 
coiporatioa shares the same tax status as the Indian tribe and is not taxable on income firm activities carried 
on within the boundaries of the reservation.” 
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organized under federal law are not considered “taxable'’. ’ 

I would like to put to rest one of the fundamental misconceptions about Indian tribes and 
Indian people that unfortunately continues to cloud every Indian issue. Items of income earned 
by Indian tribal governments are not subject to federal taxation, ^ and as noted above tribal 
agencies and enterprises are similarly non-taxable. However, unless an express exemption is 
provided by treaty or statute, any items of income earned by individual Indians, however, are 
subject to the federal income tax. ^ 


TRIBAL INCOME FUNDS TRIBAL GOVERNMENT SERVICES 

The items of income earned by Indian tribes across the U.S. fund a comprehensive list of 
tribal government services to tribal and non-tribal members that very much mirrors the services 
provided by states to state citizens: schools, day care centers, hospitals and elderly care units, 
housing rehabilitation and maintenance, road construction and repair, water system and 
infrastructure financing, and a host of others. These programs and services, it should be pointed 
out, are provided to Indian and non-Indian residents alike 

Just as states and local governments are reliant on their own array of property, sales, and 
use taxes, tribal governments are reliant on their own activities in an attempt to deliver these 
services and satisfy the needs of those living within their boundaries 1 will not cite the litany of 
dramatically poor economic, health, housing, and other indicators from Indian country. Suffice it 
to say that in terms of these and other statistics, Indian people rank at or near the bottom in every 
category. The poverty of Indian people nationwide is not relative, but is abject and more akin to 
Third World countries than the largest, most productive democracy in the world today. 

The unemployment rate in Indian country averages over 40%. and exceeds 80% on some 
reservations. Safe, decent, and affordable housing is scarce and most existing Indian housing 
lacks the fundamental amenities most Americans take for granted such as plumbing, electricity, 
telephone service, and other basics. In 1990, 51% of all reservation Indians lived below the 
poverty line — compared with 45% in 1980. These figures arc drawn from the U.S. Census 


^ See Rev. Rul. 67-284. 1967-2 C-B. 55; and Rev. Rul. 81-295, 1981-2 C.B, 15; sec also B. Bittker 
and L. Lokken, stating that “(a)s quasi-sovereign bodies, Indian tribes are not taxable entities." Federal 
Taxation, Income, Estates, and Gifts, 2d ed. 1989. 

^ See Rev. Rul, 67-284, 

^ Two such exemptions do exist; Congress has granted a statutory exemption in accord with the Just 
Compensation Clause of the Fifth Amendment’s prohibition against takings of property; and has also 
exempted all income earned directly from an Indian's trust allotmoit. See Squire v. Capoeman, 351 U.S. 1 
(1956). 



433 


Bureau’s decennial counts, as well as the Bureau’s intercensal and other statistical efforts, and 
given the historic undercount in Indian country, these figures are apt to be even higher. 

In addition, alcoholism, suicide, tuberculosis, diabetes, and a whole host of social 
problems traceable to poverty and underdevelopment also fonn part of the fabric of Indian society 
today. 

TAX CODE RESTRUCTURING AND INDIAN TRIBES 

It is critical that the Congress have a fiuidamental understanding of both federal Indian law 
and policy, and a grounding in the very real problems faced by most Indian tribes today. Any 
alternatives should be implemented with an eye toward strengthening tribal economies, bringing 
solid value-added activities to the reservation, and improving the standards of living of Indian 
people. Achieving these same goals on a national level, it would seem, are the paramount 
concerns of those proposing the changes in the first instance 

A. The Flat Tax: there have been a number of flat tax proposals put forth to replace the 
current individual, estate, and corporate income tax system Legislation introduced by Majority 
Leader Dick Armey (HR 2060, with companion legislation introduced by Sen Richard Shelby, S. 
lOSO) does contain a blanket exemption from the “business tax’’ for any activity of a government 
entity, but it is not clear how Indian tribal governments would be treated under the Armey 
proposal. Presumably, all income would be exempted because an activity undertaken by an Indian 
tribe is, by definition, a governmental activity. The uncertainty in the Armey proposal is 
definitional: it is not clear whether Indian tribal governments would be treated as governmental 
entities or as non-profit organizations. Clearly, Indian tribes should be treated as governmental 
entities and therefore subject to the blanket exemption. 

With regard to individual Indians, the Armey proposal plans a flat 17% rate (20% in the 
first two years) to wages and pension distributions; deductions for mortgage interest and 
charitable contributions would be eliminated. The proposed “fiunily living allowance’’ — 
$21,4000 for a married couple, and $S,000 for each child — would shield much income fi'om the 
flat tax. Because income rates tend to be Iowa- across Indian country, and other things remaining 
equal, a flat tax could prove beneficial to Indian people. Further study and analysis is necessary 
to fully determine the impact of a flat tax on Indian tribes and Indian people. 

B. National Sales Taxes: under national retail sales tax proposals that have been put 
forward, disincentives would be created to consume goods and services as they would be subject 
to a 1 5% tax. Indian tribes, because they are government entities, should be held immune fi'om 
such a tax. Similarly, under the current proposals Indian tribes, like states and local governments, 
would not be exempt fiom such a tax and could suffer disproportionately because of that feet. 
Because Indian tribal governments spend huge percentages of their income to address the needs 
of their members, a sales tax would leave them with proportionately less after-tax revenues than 
other governments. Any effort to tax sovereign Indian tribal governments would likewise be 
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contrary lo well-established law and policy regarding tribes and other government entities 

Most distressing, the current proposals ca!) upon the states to enforce the sales tax, which 
would seemingly involve state jurisdiction over reservation activities. This would be universally 
opposed in Indian country because of the history of state-tribal relations and because it would 
violate core tenets of tribal sovereignty. Alternatives could, theoretically, be worked out 
including tribal collection of the sales tax within the boundaries of their reservations pursuant to 
compacts. 

C. Consumption-Based Taxes; currently there are proposals designed to encourage 
savings and penalize consumption such as S. 722, introduced by Sen. Pete Domenici. This bill 
would tax income that is consumed (with a maximum rate of 40%), and would encourage savings 
by making all money saved non-taxable. Again, this bill provides no exemption for tribal 
governments. Encouraging savings is a laudable goal, but unless the details of the USA tax, as S. 
722 has come to be known, can be worked out with regard to the taxation of tribal governments, 
it is not known what the real impacts of the bill on tribal governments and tribal people will be. 

CONCLUSION 

On behalf of the National Congress I appreciate the opportunity to submit this preliminary 
statement with regard to possible changes in the tax code and impacts on tribal governments. In 
the months ahead, we look forward to receiving details of the proposed legislative changes and to 
appearing before you to comment cn those proposals. Obviously, the legislation that has been 
introduced thus far has yet to be fleshed out and until that time it is difficult to relate what the 
impacts on tribes and Indian people wilt be 

Whatever proposals are considered in the months ahead, 1 strongly urge that the well- 
settled federal laws and policies regarding the taxability of Indian tribal governments and Indian 
people be favorably looked upon in reaching any conclusion regarding tax code amendments. The 
National Congress encourages the Committee to continue to respect tribal governments as 
sovereign entities, and to respect the govemment-to-govemment nature that characterizes the 
U.S. -tribal relationship. 

In addition, I would hope that if further hearings are held by the Committee, that Indian 
tribes from across the nation be afforded the opportunity to provide comments and testimony on 
any proposed changes in the tax code 


Thank you. 
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National 

Council of 

State 
Housing 
Agencies 

May 15, 1996 


Mr. Phillip D. Moseley 
Chief of Staff 

Committee on Ways and Means 
U.S. House of Representatives 
1102 Longworth House Office Building 
Washington, DC 20515 

Dear Phil: 

The National Council of State Housing Agencies (NCSHA) appreciates 
this opportunity to comment on the impact on state and local governments 
and tax-exempt entities of replacing the federal income tax. 

NCSHA is a national, nonprofit organization created in 1970 to assist 
its members in advancing the interests of lower income people through the 
financing, development, and preservation of affordable housing. NCSHA's 
members are Housing Fituince Agencies (HFAs) with statewide authority. 
NCSHA's member agencies operate in every state and the District of 
Columbia, Puerto Rico, and the Utiited States Virgin Islands. 

At the center of HFA activities wilhin the states and NCSHA's work in 
Washington ate three federally authorized tools: authority for states to issue 
tax-exempt Mortgage Revenue Bonds (MRBs) and multifamily housing 
bonds; the Low Income Housing Tax Credit (Housing Credit); and the HOME 
Investment Partnerships (HOME) program. NCSHA is die principal advocate 
for MRBs, multifamily housing bonds, and the Housing Credit, and the 
principal state advocate for the HOME program. 

Using these tools, HFAs have crafted himdreds of housing programs - 
from homeownership to rental to all types of special needs housing. Many 
HFAs also admiruster other state and federal housing assistamce programs. 

We are deeply coiKxtned that any potential replacement for die federal 
income tax preserve the incentives wMch it now provides to encourage 
imrestment in housing affordable, because of those incentives, to low and 
lower income citizens. 

The states have used the MRB program to help more than 2.1 million 
lower income families buy their first h(^. MRBs make mortgage money 
available in areas where it is in sh(»t supply. They also help lower ittcome 
families through home repair and energy efficiency programs, which 
improve die housing stodc and make neighbeehoods bet^ plam to live. 

MRBs are used with lease purchase programs, which allow rent 
payments to count toward downpayments; reverse equity programs, which 
keep seniors in their homes long^ and counseling progra^ to help fitst- 
time buyers be responsible owners. 


444 Norlli Capiltt Sirm. SW. Suiu 4}> IWuftjiiftM. DC 20001 <202)024-7710 FAX (202)024-5199 
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MRB mortgages typically go to families earning much less and buying 
homes costing much less than MRB program limits. Average MRB 
homebuyers make only about 77 percent of the national median income, just 
70 percent of an average conventionally financed first-time buyer's income 
and 60 percent of an average conventional buyer's. Average MRB-financed 
homes cost only 68 percent of average conventionally financed first-time 
homes and 54 percent of all average conventionally financed homes. 

The states have used multifamily housing bonds to make possible 
nearly three quarter of a million affordable apartments for low income 
families. In 1994 alone, the states issued more than $2 billion in multifamily 
housing bonds to finance almost 35,000 affordable apartments. 

The Housing Credit has helped finance more than 800,000 new and 
rehabilitated apartments since its inception in 1986. The 100,000 affordable 
apartments the program makes possible each year barely make up for the 
almost equal number lost annually to demolition, abandonment, or 
conversion to market rate use. 

The program accounts for nearly every apartment created for low 
income people and a substantial part of all new apartments constructed 
nationwide. Housing Credit developments also boost local tax bases and help 
stabilize neighborhoods. The program has leveraged $12 billion in private 
investment in affordable housing and generates more than 90,000 jobs, $3.1 
billion in wages and $1.5 billion in taxes every year. Increasingly, HFAs are 
combining Housing Credits and multifamily housing bonds to serve families 
earning even less than the individual programs require. 

Administered at the state level, with minimum bureaucracy, MRBs, 
multifamily housing bonds, and the Housing Credit are models for 
empowering states to deliver limited federal resources to those who need 
them most. 

We look forward to commenting in more detail on the impact of 
replacing the federal income tax on MRBs, multifamily housing bonds, and 
the Housing Credit later this year when the Committee holds hearings on 
how such action would affect homeownership and real estate. 



I J. Thompson 
Director of Policy and 
Govenunent Affairs 
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STATEMENT OF NATIONAL EDUCATION ASSOCIATION 


Mr. Cbainnsn and Members of the Committee; 

The National Education Association (NBA), which rqtrescnts 2.2 million education employees in our 
nation's public elementary, secondary, vocational, azxl postsecoodary schools, appreciates the opportunity to 
submit this statement opposing any legislation to replace the current federal income tax with a federal flat tax. 
NEA supports meaitingful tax reform provided it assures basic fiumess for all taxpayers, ecmanic security, 
and adequate funding for education and other critical public services 

NEA believes, howewr, that a flat tax system would adversely impact education, children from middle* 
income and poor ftmilies, and the eomomy. 

None of the flat tax proposals are at a rate that would generate suffreient revenues to meet the needs now 
met by our federal g ov ernm e n t. A flat tax system would drastically reduce federal aid of all kinds to stales 
and localities. As the largest single expenditure in most state budgets, IC-12 public educatitm would beemne a 
necessary target for budget cuts at a time of escalatit^ school enrollments, growing student needs, and efforts 
to improve America's schoob 

Decreased federal revenues will gut federal education programs that support strong, local schools and high 
educational standards. Among the programs that would most likely be cut are those that support local school 
reform, safe and drug-free schools, Title I programs for teaching basic skills, scbool-to-work programs, 
professional development for teachers, teclmolt^ assistance to schools, arxl college grants ar>d loans States 
would be un^le to pick up the slack as they struggle to allocate fewer resources caused by decreased federal 
revenues to states. 

Decreased federal revenues would require deep cuts in other programs that support fiunilies arul children, 
hampering efforts to assure that all children come to school ready to learn Federal standards for services that 
states now consider basic necessities for children would be forced into the category of "unfunded mairdates," 
including school breakfest and lunch pre^rams, other nutrition arul in&nt feeding programs, Head Start 
services, Aid to Families Whh Dqiendent Children (AFDC). and iitoculation aird other preventive health 
programs. 

Under a flat tax system, ftmding mechanisms for financing education would impact unfairly on lower 
income households and impede the ability of communities to raise money for school construction. A decrease 
in state aid to schools wmM force increases in local property taxes aiNf state and local sales taxes to fund 
education. Property and sales taxes are regressive and would fell hardest on the poorest families arxl their 
schools. Bonds for school building constructioi currently are exempt from taxes. Under a flat tax system 
this exemption would be lost and ^ incentive for investment m school and municipal building bonds would 
be eliminated. 

Despite the seeming frumess of applying the same tax rate to all income, a flat tax would in reality shift 
the federal tax burden away from high income groups onto middle income families. Currently, dividend 
income frenn the purchase of stocks and bonds is taxed once in connection with the corporations who must 
report U on their taxes as income and once when the corporation distributes the mreiey to individual investors, 
who must report it as income on their federal and state tax returns. A flat tax would un&irly shift the tax 
burden from inv es t men t dividends to wage earners. 

Further, the flat tax would msdie it more difiRcuH to reduce the deficit or stimulate savings, which are the 
purported rationales for reforming the current tax system. None of the flat tax proposals have been at a rate 
that would be required to keep die federal government frmn incurring further deficit. Raising the flat tax rate 
to a rai^(e that could stem die deficit would place the tax burden disproportionaidy onto moderate and low- 
income housdiolds. 

A flat tax or consumption tax would eliminate die current tax preference for pension savings plans and 
raise health care costs Without an incentive to invest in pension savings plans, current pension plans will be 
weakened by reduced participation and an accompanying reduction in assets. Further, employers will have no 
incentive to est^li^ new pension plans, causii^ a reihtction is individuat savings since pension jdans are the 
single, largest source of in^vidual savings in the Uiuled States Health care costs would rise since a flat or 
consumptiem tax would increase the cost of health insurance premiums by eliminating the deductibility of 
health care costs. 

Flat tax proposals are based on fiuled economic policies implemenled in the 1980s that are reqionsible for 
the extraordinary deficits oar country now feces. Advocates claim the flat tax would tower everyone's taxes 
arid stiniulate individual savings, which in turn would cause interest rates to fell and thereby increase business 
investment. But a flat tax would cause retiiai ie itt savings to lose their tax p refe rence status and eliminate the 
mortgage interest deduction, both of which would have a negative impact on individual savings. Instead of 
productive investment or economic growth, fee likely result of a flat tax would be a repeat of the pdicies 
during fee 1980s that resulted in fee worst deficits in U.S. history. 

Forty-three states now piggyback their stale income tax on the federal income tax, some who do so by 
simply chargjng a percentage of fee federal tax. Under a federal flat tax, states would have to dismantle their 
current system and incur substantial costs to establish their own separate income tax system. A transition to 
a new state tax system no kaiger based cm federal definitions would be co m plex and jeopardia short-term 
state and local goveinment funding. Students and teachers would be adversely affected by this halt in 
adequate fundn^ which could become a pemunent disruption in fundii%. 

NEA strongly supports any federal tax reform measures that ptranole equity and feimess among taxpaym 
and feat assure continued fundii^ for the services fee federal government now provides. A federal flat tax 
would not provide these assurances. 
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April 29, 1996 


Honorable Oiarlie Norwood 
Congressman, 10th District, Georgia 
Congress of the United States 
House of representatives 
1707 Longworth Building 
Washington, DC 20515 



SEROTTA 


HADDOCKS 


EVANS A CO., CPA'S 

A Protnthnal CorponUpn 


Dear Congressman Norwood; 

I am writing to you concerning the upcoming Ways and Means Committee Hearing concerning 
change to the income tax system and alternative methods of taxation. Though the notice is short 
to prepare a complete presentation, my message is clear- 

1s the tax system broke or can we fix it?* 

I realize the complexities of the tax system. Congress and the Internal Revenue Service share the 
blame for its complexity. This position paper will give by example some of those complexities 
created by Legislation or administered by Congress. Congress can make the Tax Code siiiqrler but 
the political process may not allow it to be honest wifii the taxpayersll It may therefore be easier 
to attack the system than to fix it. 


I submit material that can be published or submitted to various Committees of Congress. You 
know me as not only a CPA who speaks out for my profession as a whole, but one who has been 
able to speak out on the practicality of ideas and their ability to be implemented. As I speak to 
small CPA practices around the country, I represent their ideas as well as mine. 


I submit as my begitming a quote from "West Publishing ComDanv-1987: Ch. 1. pg .5.4". 


'What is taxation? In simple terms, taxation is the process of extracting 
revenue from citizens to finance governmental activities. In a modem technological 
society, such as that of the United States, taxation comprises an interaction among 
several disciplines. The tax system is derived from law, accounting, economics, 
political science, and sociology. Principles of economics, sociology, and political 
science provide the environment for the tax system, while law and accounting 
precepts are applied in a typical tax practice." 

'Tax policy questions concerning, for instance, the effects that a specified tax 
law change will bring about relative to economic growth, the effects of projected 
inflation on the implementation of the tax law and vice versa, and the effects of the 
tax law on the United States’ balance of payments, are addressed by economists. 
Political scientists, economists, and sociologists, alternatively, examine issues such 
as identifying those who bear the ultimate burden of a tax, determining how a tax 
bill becomes law (including practical effects of the legislative process), measuring 
the social equity of a tax, and specifying whether a tax is discriminatory against 
certain taxpayers. Attorneys interpret (and, often, create) the extant taxation 
statutes, and accountants apply the tax laws to specific prevailing or prospective 
economic transactions." 

The tax code is made complicated because business has become more complex and global. Many 
of the financial transactions that exist today did not exist in such proportion 20 years ago. Laws 
are more complex because professionals are paid to reduce the impact on their ^ents. To think 
one would be able to pass laws politically that professionals may not be able to reduce their 
impact for their clients is optimistically "Camelot". 


1. "Exhibit 1" is a schedule for a client. Three percent (3%) of adjusted Gross Income is 
subtracted (after exceeding an inflation adjusted amount) from itemized deductions. The purpose 
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of this calculation was to raise taxes one percent (1%) (3% of the top bracket of 31%). This 
especially hurts those who have Capital Gaiits and large State Income Taxes. This can partially 
negate other rates publicly stated such as the Capital Gain rate. 

2. ''Exhibit 2" is an example of a client who had only Earned Income and no itemized 
deductions. Note that this person is subject to the Alternative Minimum Tax because personal 
exemptions are not included as a deduction in Alternative Tax Method. 

3. "Exhibit 3" is an example of a client whose main preference was traveling on the road as 
a Salesman. Because he had to pay his own expenses in lieu of his Company paying them and 
reducing his Salary, this taxpayer had fifty percent (50%) of his meals disallowed and was subject 
to Alternative Minimum Tax. 

4. "Exhibit 4" shows the old ten percent (10%) Investment Credit Form. Notice the taxpayer 
does not receive ten percent (10%) as an actual ITC and also note the complexity of the form in 
relationship to the purpose of the act in spurring investment. 

The Committee is interested in effects of taxes on Small Business’s ability to run with less 
bureaucracy from the Government. This is a noble venture and taxes are a stnall part. 1 find that 
Small Business is more concerned with OSHA, ADA, EPA, EOOC, etc., than with taxes. Taxes 
have a good "political ting", but they are not what chokes Small Business and provokes fear of the 
unknown. Most of my clients, who have been audited by the IRS, have a "no change". Fear 
strikes them when OSHA, EPA, etc., examine them for as anyone, honest and willing, may be 
subject to fines. 

To understand the effect on Small Business, one must define Small Business. During the last large 
debate on 'Tax Relief, Small Business had a definition all across the board. 

1. A "S Corporation" 

2. Number of Shareholders 

3. Income under $1,000,000 

4. Income under $100,000 

5. Gross Sales under $50,000,000 

6. Assets trader $10,000,000 

Before designing relief from Small Business a specific guideline of its definition must be articulated 
to the Business Community and to the public. This would discourage arguments that miss the 
definition. 

In 1969, the last great revision of the Tax Code was passed, (almost every year since we have had 
a revision.) In 1986, the major change of the system was passed. A majority of the Senators 
pledged not to vote for major tax changes for five (5) years. 

Small Business wants an efficient Tax Law that will stick for 5-10 years in concept. It does not 
want to make business decisions as it did in 1985 to see it reasoning wiped out by the 1986 Tax 
Law as Real Estate had happen to it. It does not want to borrow on its house to start up a 
business to discover that interest is no longer deductible as some flat taxes may do. It does not 
want to see its State raise taxes to see such taxes as not deductible because of a Flat Tax or 
Alternative Minimum Tax. 

When congress passes new tax laws, it does not realize their complexity or ambiguity. Does the 
new law comply with the Paper-work Reduction Act? At the same time. Congress is reducing the 
overall budget of the Treasury and Internal Revenue Service. What happens when this 
combination occurs? The Small Businessman loses. 

1 . Regulations and rulings needed to aid the Small businessman in interpreting 
the laws can take 3-8 years, such as what is happening with the 1986 Tax Law. 

2. A reduction of funds is allocated to the local IRS offices. Taxpayers are not allowed 
anymore to tax their notices of change to discuss with a "Human Being" the problems. In our tax 
practice, we can save the taxpayer 2-4 letters, as well as time for the IRS, if we can take our 
information directly to an agent and discuss the matter with that Employee in lieu of a letter 
writing campaign. In fact, if Congress is serious about reducing the uncollected taxes they would 
allocate money directly to this activity in lieu of less productive, (Revenue nonproducing), activities. 


701 GrMn« SlTMt Suite 200 / Augusla, Oeorgla 20001-2322 Telephone (700) 722-5337 Teletax (700) 724-FAXX (3200) 
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If Congress is going to change the Tax S3rstem, they should anticipate the problems of a transition, 
llie reason a Capital Gains Tax is a tax raiser is that people rush to close transactions with lower 
rates before they change. Veiy little activity takes place in the interim. If the Income Tax system 
is changed materially (rates or abandoned) the transition would cripple the economic system of 
this country. I have seen no studies on the transition but only on alternative tax systems. If the 
patient dies before surgery, one does not need the surgery. 

I appreciate this opportunity to address you on this matter. You and your fellow Republicans have 
made great strides in attacking government waste and inefficiency so I challenge you not to create 
the same by substitution. 


Sincerely, 



Abt^£)^,fierotta, President 
Serotta Maddocks Evans & Co., CPA's 


AJS/dtd 


attachments 


(706) TM.F«)at (SSS!) 
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1040 U.S. Individual Income Tax Ratum 1995 


RS Ll«« Only ■ Oqi 


* j iheyeif Jan. » ■ Dei 3 


If m fit ne»<e»e»a 


OMeNg. is«s-ogT4 


Label 

(Sea 


a lOini reivn. tpouae I fr«i nami and miiiai 


leagvaaainianBer and in <ai> ■' you navaaR O ba leega^e i < 


iiiiea. iiata. ana 2iR cede, ii younaveatvei^aaareaB.a 


^ Do you wont S3 to go to the fund? 

H « loint roton. dooo you apouao wont S3 to oo to 9m fund? 


Actlioeeo.«waaai7. 


■ CMc*lng*Tei* 


FHing Statue 2 

iSeeMgaii) 3 

Check onry 4 


SingM 

MantM Skng )oinl robrn (Mon it onty on* had incomo) 

’•to roltf n. EfTMr tpouM's soc. am. no. «boM 4 ful non* lw« > _ 


Head o( nouadhoid (wi»> quaifyino panon). (Saa paga i2.) it iha QuaMying parson is a chHd but not you 
antar this cfMd'a nama tiara ► 


QuaWyifiQ widowtar) with dapandant etud (year soousa diad ► i 


)■ (Saa paga 12.) 


ExempUone 

isitoigi o.) 


Sa fl YouraaH. If your parant (or sonvonaaiia) can claim you as a dapandant on h« or har tax 

ratwn. do net chack boxte. But ba sira to etiaca ttw bos on Kna 33P on paga 2 — I NaBiacat 

_ / cMciedv' 

b H Spouaa •• »»*• •» 


d If yoir chid adn1 taa with you but nciaimad as yotr dap. under pra- 1945 agraamani. cback .. ^0 
a ToWmimbar at aapmBoiia naimarl. lewoaig ► 


I, saiartoa. ops. ato. AMaeti Form(s) w>2 

a iniarast meoma (saa paga tS). ABaeti Setiadiaa B M ovar s 
Mtaaapaga 16). ooM*Te«MdanwwMSC..2 . 
». Attaen Sebodue B H odOr 6400 


LslL 


Taiabia rafundl. oradits. or oAmM «f stata and tocaf meema lana (saa paga 16). . 


Urdu did nci 
9CIIW.2. 
Heoed* U. 

Sneid**. Oui do 
nMdllMn.yav 
peymgm gna 
Mymeni veuenor 
SecMSiU. 


Buatnaao incoma <r (km). ABach SchadkAa C or C-CZ. 
C^apaat gam « (km), if raquaed. attacti SetmMa 0 . . . 

Other gams e (iQaaos). Asach Form 4797 

TdW IRA dMreuaona I i6a I 

Total paraona and annUSas [ lia 1 


b Tax 
» Tn 


a amount (pg. 16) 
a amoura (pg. 16) 


21 


RanW real astata. royama. partnarahtpa, S corpqrasona. ruaa. ate. Attach Schadiia E. 

Farm ineoma « (loaa). Attach Schodkda F 

Unampioynioni comparestton (aaa paga 17) 

Social saewiiy banase | sea ( | | b TanWa amount (pg. 18) 

Other meoma. 


22 Add the arnounem the far right cohimn tor inaa 7 through 21, Thee you letii 


197,014 


4,564 


9,940 


Adjuetmente 
to 


23i YouriRAdaduc6en(seapegei9). . 

b Spouw's IRA dedueSon tsea paga I9) 

24 Moving aipanaai, AttKh Form 3903 or 3903-F 

29 On»»hMf of sad amploymant tp 

26 S ad ampknmd haeth kmranoa daducSon (aea paga 2i). . 

27 Kaogh 4 sad ampio i a d SEP ptara. if SEP. chack e Q . 

26 Panady on aarty wdNPawal of uvingi 

29 AbmonypaM. nagpmnrs SSN » 


30 Add anas 23a througn 29. fhaaa ara yotf satal a 


Gfoee Income 


Subbact Una 30 bom bna 22. Thia a yeir d 

iwad mth you (laaa than 69,230 if chad dldnl tva wim you), e 


ma. If laaa than S2Se73 and a cMd 
I ^nad income CraOT on pg. 27. ►! 3t | 853.636 I 


"PXHrBIT i* 













442 




Refund or 
Amount 
You Owe 


a Afnount from Hn* 31 (•dJuMod vou incomo) ■ . a 

a • Chaefc If: □ You w«r« 66 v tMm, □ Sind: □ Speua* was 66 or oidor, □ BHnd. 

Add tht numbar ol bcnos ehechod at)ov« and aniar the total hara > 36a 

b It you parent (or somaona aba) can claim you aa a depandant. cnadi hara b 33b □ 

c It you are mamed flUng saparataty and yoir apouaa itamiaas deducfrons or you art 

a dual-seiua ailan. aea page 23 and chack hara b 33e □ 

Wewuaatf daducdona from Sehadula A. Bna 28. OR 
34 Enter Standard daduetlon shown baiow for ytw Mng statue. But H you cb ach a d 
tha any be* on ina 33a or b. go to page 23 to And you sbndard deduction. 

Ivgar J If you chadtad boa 33c, yot# sdndard daduceon • aara ) — 

of *1 • Singe - $3,600 o Married Mng joinffy or Qualifying wtdow(ar) - $6,SS0 | .JL. 

your: • Head of household - $6,750 • Mamad ung saparaMy > $3,276 

36 Subfract Una 34 from Una 32 3$ 

36 If Hne 32 Is $66,026 or less, multiply $2,500 by the total numbar of axampUons claimad on line 6a. 

If Una 32 Is ow $86,025. aaa the wortcshaal on page 24 for the amount to antv 36 

37 TcnMa tneoma. Subfr^ ina 36 from una 35. «7 

38 Tax. Chaefc if from a Q Tax Tabla. b Q Tax Rate Schaduias. c B Capital Gain Tax Worfcshaet. 

or d Q Form 8615 (saa page 24). Amount from Formfs) 8814 be | 38 

3$ Additional tuaa. Check H from a Q Form 4970 b Q Fomi 4972 | 

46 AddHnaa38and39 1 


41 Cradfr for child and dependant e4r« aipanaas. Att. Form 2441 _4t 

42 Credit lor the aWarly or the disablad. ABach Schedule R _4a 

43 Foreign tax crecM. Attach Form 1116 JW 112 

44 Other aadtt (saa page 25). Cheek H from a Q Form ^00 

bO Form 6396 eO Form 6601 dQForm U \ L— 

45 Add Unas 41 through 44 

46 Subfract Una 45 from Una 40. If Una 45 Is more than Una 40, aniar -0* 


47 S a W -amploymant tax. Alt Sch. SE ^ 

46 AAarnattwa minifflum Mx. Attach F«m 6251 ^ 

49 Raeaptwa taxas. Chaefc If from aOFarm42SS bOFormSStl cOFormee28 

66 Social security and Madeara tax on up income not raporlad to employer. Attach Form 4i37 

51 Tax on quaUiad rattramanl plana, indudme iRAa. if raquirad, attach Form 5329 

$2 Advanoa aarnad irKome credit paymanb from Form W-2 

$3 Houaahoid ampioymani taxes. Attach SchadtSa H I 

$4 Add linaa 46 ttvouDh S3. Tta IS 


66 Federal income tax MMhnaid. if any is from Farm(s) 1096, chock^ 
aa 1995 aabmalad tax payments and amount appiad from 1994 return 

67 Earned bi t onw cradtL Attach Schedule EiC If you have a qualifying 

chad. Nontaxabla aarnad income: amounl.b | I 

and type NO 

aa Amount paid wKh Form 4868 (axtanslon request) 

la Exoasa social aacurity and RRTA tax withheld (aaa page 32> 

60 Other paymanti. Check N from a Q Form 2439 bQ Form 4136.. 

61 Add unaa 55 ttvough 60 . Theaa are your labd paymaiT U 


aa If Ina 61 ts more than Sna 54. subfract Una 54 from Une61.TMsis the amount you OVERPAID 

63 Amount of Una 62 you want REFIMOED TO YOU P 

64 Amount of Ina 62 you want APPLIED TO m6E8TiaUTB> TAX .. ► ) 64 | | 

66 Illna54bmaralhanlina6l.subfraclllna6f fromlina$4.ThtalslhaAMOUNTYOUOVYE. 

For dataita on how to pay and use Form 1048-v. Payment Voucher, saa pega 33 P j 

aa Eaimatod frtt penally (aaa paga 33). Abe mefuda on Ina 66 I 66 I 1 





Pr*piie-a to 

P8W r-aww r Abram J. Serot ta. CPA 

Preparer's 

Uee Only II iaH-*««pioaaa)md 
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SCHEDULES A&l 
(Form 1040) 

OVMTliMnt ol tht Tr«*M| 
RtvtrM $«rvc« 




Schedule A-ltemized Deductions 

Atladi to Form 1040. > Sot Inttruettono Itr SchtOutn A and B (Form l> 


OMB No. ■M».00r4 

1995 

AltKhmenI 


Caution: Do not indude oiqMnses rtimbmod or paid by dbaa. 

1 Madleal and dantd expenses (see poga A-l) 

2 Entai amount from Form t040, line 32 | 2 \ 

9 MuMply tne 2 above by 7.S« (.075) 

4 Subfreci Ine Sfrom Una I. N Hne 3 Is more thanlne i.entar -0-. . 


f Stale and local mcoma taxes 

• Real estaia taxes (see page A-2). 

7 Pamonai property taxes 

• Other taxes - LBt type and amount 

► 


t AddMesS 


10 Home morlBaoe IrMrest and poinis reported on Form 1096 . St .3 . . . 

11 Home modoaoe intareal not reported on Form i08S.i'eMtoih«»frianirait 
wnwi rtu Muant im nem. ««• p«0i A->4 tho« cnueereon'enme. >0 no. 4 td**** 

► SOUND PARTNERS 2ND HOME 



10 OMr than by cash or cheek. M any gHt o( S2S0 or moe, sea page A-3. 

ROW 0600. you MUST attkCh Form 8283 

17 Cmrfom from prior year 

10 AddiMsiSf 


If Casualty or (had loae(es). AlMch Form 4684. 


20 UnraMKraad amployoo a 
ele.lfraquaad.youMUST 

P 


les - job fraval. union duas. fob aducaOon. 
h Form 2t06 or 2t08-£Z. (Saa page A-5.) 


t1 Tax prapar a Oon Imi 

a Oeiar ng u naea • Inve a t m ant. aMa daposH boa. ato. Ud type and amount 

P 


22 Addlnas200reu|fia 

24 EnMr amount froa Form KM, tna 32 . . . . | 24 | 

21 MiMpiylna24mawaBy>»(«) 

20 Sub>bClWa*UBilaaaRlm25lamnratianlna23.aimr-0- 


27 Qthd - from IM an peso a O Uattypainddnount P 
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1995 Diagnostic Worksheets Page 1 

Client 


Deduction for Exemptions Worksheet (Form 1040) 

1. $2,500 per exemption on Form 1040, 6e 

2. Enter amount from Form 1040, line 32 

3. Threshold for your filing status 

4. Subtract line 3 from line 2 

NOTE: If line 4 is more than $122,500 
($61,250 if married filing separately), 

STOP HERE; you may not take a deduction 
for exemptions. 

5. Divide line 4 by $2,500 ($1,250 if MFS) 0 

6. Multiply line 5 by 2% (.02) 

7. Multiply line 1 by line 6 0 


8. Deduction for Exemptions 

(Subtract line 7 from line 1) 0 


Itemized Deductions Worksheet (Schedule A) 

1. Add amounts on Schedule A, lines 4, 9, 14, 

18, 19, 26, and 27 

2. Add amounts on Schedule A, lines 4, 13, 4 

19, plus any gambling losses on line 27 

3. Subtract line 2 from line 1 

4. Multiply line 3 above by 80% (.80) 41,416 

5. Enter amount from Form 1040, line 32 853,636 

6. Enter $114,700 ($57,350 if MFS) 114,700 

7. Subtract line 6 from line 5 738,936 

8. Multiply line 7 above by 3% (.03) 22,168 

9. Enter the smaller of line 4 or line 8 


10. Tot>':).'> Itemized Deductions 

(Sub-race line 9 from line 1) 34,527 


56,695 

4 . 925 
51,770 

22, 168 


5,000 

853,636 
172,050 
661. 586 





1995 DiagnocHc WoikshMto Page 2 



Schedule D Tax Worksheet 


1. Enter the amount from Form 1040, line 37. 

2. Net capital gain. If filing Schedule D, 

enter the smaller of Schedule D line 17 or 
line 18. Otherwise, enter capital gain 
distributions from Form 1040, line 13. 591,817 

3. If you are filing Form 4952, enter the 

amount from Form 4952, line 4e. 0 

4. Subtract line 3 from line 2. If zero 
or less, stop here. 

5. Subtract line 4 from line 1. 

6. Enter: $23,350 if single; $39,000 if married 
filing jointly or qualifying widower; $19,500 
if married filing separately; or $31,250 if 
head of household. 

7. Enter the greater of line 5 or line 6. 

8. Subtract line 7 from line 1. 

9. Figure the tax on the amount on line 7. 

Use the Tax Table or Tax Rate Schedules. 

10. Multiply line 8 by 28% (.28). 

11. Add lines 9 and 10. 

12. Figure the tax on the amount on line 1. 

Use the Tax Table or Tax Rate Schedules. 

13. Tax. Enter the smaller of line 11 or line 12 
here and on Form 1040, line 38. 


619, 109 


591,817 

227,292 


39, 000 
227,292 
591,817 

$6,748 

165,709 

232,457 

300,056 

232,457 


Gross Investment Income (Form 4952) 


Interest Income 4,564 
Dividend Income 9,940 
Child's Investment Income > Form 8814 0 
Grose Investment Income - Schedule C 0 
Gross Investment Income - Schedule E 0 
Publicly Traded Partnership Income 0 
Other Net Investment Income - K-1 0 
Gross Investment Income Adjustment 0 


14,504 
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0(1996) JOE PUBLIC 999-99-9999 


33 Amount from line 31 («d^J•ted greae Income) ■ 83 

33 e Cheek (k 0 you ware 6S or oidr. O O tpeuee was 66 or etder. 0 Band. 

Add the number of boxes checked ebow end emer the total here ^ 33a __ 

b If your Dvent (or someone ebe) can ddm you as a dependent, check here ^ 33b 0 

c If you are merrlad filing eeperalety and yota spouse Itemtas deductions or you are 

a duat-stalus aUen, see page 23 and check here ... b 33c Q 

I Namlnd d edu cbwu from Schedule A. kne 28, OR 

34 gnto’ I Stvidard deduction shown baiow for yoir frHng statts. But H you ebe ch ed 

the wy box on Hne 33a or b, go to page 23 to find your standard deduction, 

larger J If you cbecfced box 3ae. yoir standard dedueflon is arc. 

of I • Single - 93,900 d Married iMng iolnSy or Oualltying w1dow(ar) - 96.550 

your: \ • Head of household - 95,760 • Married Mfrig sepwately - 93.275 

36 Subfract Hne 34 from line 32 36 

31 If line 32 « 988,026 or lesa, multiply 92,600 by the total number of exemptions claimed on Hne 6e. 

If Hne 32 Is over 988,02$, see the worksheet on page 24 lor the amount to enter 

37 TaouHe Income. Subtree! Hne 36 tom Hne 35. 

If (fi« Miimvt triM ln« 3S. «ni«r .0- 

38 Tax. Check H from eB Tax Table, b □ Tax Rale Schedules, e D Capital (3Mn Tax Worksheet, 

^ or d Q Farm86l5($ee pege 24). Amount from Farm(s>88l4 be [ I 38 

39 Addlllonel tues. Check If from aOFam497Q bOForffl4972 | 

40 Add{!nea38snd39 b 1 

it for 
It for 


48 ANarnative ml 

49 flecaptirel 

60 Soctel security 

61 Tax on qualified rebemeni plens, IndudIng iRAs. if requfrad. alMch Form 5329 

62 Advance earned income aedlt paymenb from Form W-2 

63 Household employmeni taxes. Attach Sehedula H 

M Add knes 46 throuah S3. This is 


66 Federal income tax withheld. If any is from Form(s) 1 099, ehack b 
60 1996 asSmsted tax payments and amount appnad from 1994 retvn 

67 Cmmd Income credit AbKh Schedule 6IC If you have a quektying 

Chfld. Nonisxabie aarnad income: emounlb | | 

and type b 

68 Amount paid with Form 4886 (exleralon request) 

60 Excess social security and RRTA tn withheld (see page 32) 

00 Other payments. Chsck If from eOForm2439 bOFarm4l38.. 

01 Add knee 86 tfrough 80. These are 


IS! 

■Ell 

Icxi 

lEll 

Icii 

Ibii 

loi 

Icxi 


ICH 


leal 


ixal 

I QI 
Ell 


lEll 


Abram J. Serotta 




AuqusCa, GA 
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0(1995) JOE PUBLIC 999-99-9999 


39 Amount 9om Int 31 (adlustod gron Incomo) 

33 ■ Chodt 9: D You wort 65 v otdor, Q Bind; 0 SpoupB wu 66 or older, D Bind. I 

Add tho number of bom cAocfcod «bo«« end enter the (otel hero ^ 33« ^ 

b If your parent (a someone eisa) can eWm you as a dependent, chedi here ^ 33b G 

c If you are married Hbne sepvatMy and you spouse itemoes dedueUons a you are 

a dual-stetus aien, see page 23 and chaca here ^33c G 

rtamt^ddeducBonaaom SchediaeA.ine 29. OR 

34 SIwdgd dMuetten shown below for you M>ng status. But If you c he cke d 

the any boa on Hne 33a or b, go to page 23 to And your stondard deduction, 

larger J If you cB ecfced boa 33c. your stondvd deduction a lero. 

of 1 a Single - $3.9D0 • Mantod Mng jointly or Oualfyino w»dow(ar) ~ 96,550 

you: a Head of household - 95,750 a Married ding separataly - 93.275 

36 Subtract line 34 from line 32 

39 II Ine 32 a 955.025 or lass, rnumpfy 92.500 by the total number of eaempHons claimad on Hne 6e. 

If Ine 32 B over 986,025. see the worfrsheel on page 24 to the amount to enter 

37 TauMe Inoome. Subfraci Una 36 from Ine 35. 

lfllntMiimar*irian<r«3e. •nl«r- 0 - 

39 Tax. Chech rf from eB Tax Table, b D Tax Rate Schedules, a G Capital Gain Tax Worksheet, 
or dDform 8615 (see page 24). Amount fromForm($)5Bl4 ►e | 

39 Additional taxes. Chech if from a 0 Form 4970 bD Form 4972 

40 Add Iras 38 end 39 r 


41 credrt to child end dependent care expenses. Alt Form 2441. 

42 Credrt for the elderly or the disabtod. Attach Schedule R 

43 Foreign tax credlL Attach Form 1116 



Refund or 
Amount 
You Owe 


92 II line 61 a mue then Hne 54, subfrect Hne 54 from Hne 61- This k the emourrl you OVERPAID 

ea Amount of Hne 52 you want REFUNOEP TO YOU ► 

•4 Amount of Ina 62 you went APPLIED TO ItOi ESTIMATED TAX . - ► | 94 | | 

95 II Hne 54 is more then Ine 61. subfrect Ine 61 from Hne 54. This ’• the AMOlfTT YOU OWE. 

For detoMs on how to pay end use Form ie40*V. Payment Voucher, see page 33 > 

MEstlmaled tox penalty (see page 33). Also include on Hne K I 59 I I 
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F.. 6251 

Oapirlntvni o( the Treeitry 
interne) Revenue Servce 

Alternetlve Minimum Tax - Individuate 

b flee eeperete debuebofu. 
b Adacti to Form 1040, Form toiown. or Form 1040.T. 

OMBNo tS4S>erS7 

1995 

Allechment 

Sequence No. 32 

Neine(e)ihOOTnonFcrm i040 

JOE PUBLIC 

Tax iimM tHXi liww 

999-99-9999 


Part i I AdjuetmenU atxl Pfefefeneet 


you itimized dodudfons on Schodutt A (Form 1040) (or you ontarod th* itnounl lyom Form 1040-T, Section B, 

Unt t, on Form t040-T, Nno 20). go to tine 2. Otherwise, en^ your standvd deduction from Form t040, Rr« 34 

(or Form 1040-T, Nne 20), end go to tine 6 

Medtoal end dental. Enter the smaller of Schedule A (Form 1040), »ne 4 or 2 >/2% ot Form 1040, nne 32 
(Form 1040-T (Hers, enter the smaOer of Section B, Nne c or 2 t/2% of Form 1040-T. Nne 16) 

TuM. Enier iheamouni iramseh«dul« A^orm iwctlv th« loiuot UMtainrouene^^o''’) ’040-T. Saciion S) 

Cvlein interest on a home mortgage not used to buy, build, or improve you home 

Miscellaneous Hemixed deducUons. Enter the amount from Schedule A (Fcam lOeO), Une 28 (or Form 1D40-T, 

Sectton B, Nne r) 

Refund ot taxes. Enter any tax refund from Form 1040, Nne 10 or line 2i 

Investment intoresL Enter dlifarenoe between regular tax and AMT deouctton 

Post-i9B6 depreciation. Enter differenoe between reguier tax and AMT dapredalSon 

Adjusted gain or loss. Enter difference between AMT and regular tax gain or loss 

Incentive stock options. Enter excess of AMT income over regular tax «ncome . 

Passive activittes. Enter diflerenoa betw e en AMT end regular tax income or loss . 

BeneAdaries of eetetes and fru |M.£i 'ilM the y wu n f troiw fl ohe 

Tax-exempt Interest from pnvaj 

Othsr. Enter the arrKMjnt, H any^ 

a Chartlebla eonfribuHons 
b CfreutaUon eiqMndlhxes 


d Depredatton (pre-1907) 

e ireMmant aaiea 

I Intangible cfrtMng oosH 
g Long-term confreeti. 

tt To>MAdiuilnie«m«d 

! Pirt It I Altifnrtiv Minimum 



3,275 


18 

Enlv die amount from Farm 1040, Itfie 88 (or Farm 1040>T, NrM 21). K tsn then wo, enter as a (loss) 

...► 

|K1 

IHKIK^ 


IT 

Net operating loss deducoon, If any, from Form 1040, Hne 21 . Enlsr as a positive amount 


EX 



18 

If Form t040. Vne 32 (er Form 1040-T, Hne Id). N over 81 14,700 (ever $57^60 If married flung separebHy). 

and yeu Kamleed daduceom, enter the amount, M any, from Hne 9 of Iha worksheet for Schedule A 

(Form 1040), Ine 28 (or Ine fl of the worksheet tor Section B. Hne t. of Farm 1040.T> 


16 




If 

Combine Hnes 16 Nough 16 

...► 

Kta 



20 

AlterneHwe lax net oparallng loss deduction. See pege 5 of the Insfructxms 


E3 

1 


21 

Aflvnattve Mtnimuni Tax^to Income. Subbed Hne 20 from Hne 10. (it maniod Mng separately and line 2i 
b mve dian 8166,000, aee page 5 ol Iht Inabudtoie ) 

...► 

3 




Pwt W I EiwiipCioii Amoiint m4 AWernBPvg Mirtimijm Tbk 


22 ExenvOon Amount (if this Np-m is lor a chM under age I4, eeapegadoftfvinsfrucbons.) 


Enter on line 22; 

.... 833,750 


If your fling oletue to; And Nno 3t le not over: 

Sngie or head of houMheid 8n2J00 

Mnrlsd fling Jointty or qualltyino wldow(ar) 150,000 45,000 } 

Mamed Wng separaWy 75.000 22,500 

If line 2 1 1s over the amount shown above for yoir iKing status, see page 6 d the insfrucoens. 

Subfracinne22from Int 21. If esro or less, entv -O- here and on knes 26 end 28 > 

ff Hne 23 Is 8175,000 or lees (887,500 or less if merged fiNng separeWy), muflipfy fne 23 by 26% (.26). (Otherwise, 

mumply Hne 23 by 26% (.26) and subbed 83,600 (81,750 If meriled ItN^ separeWy) from the result 

ARarnattve minimum tax loreion tax oredil See page 6 of the insfructfons 

Tentative mldmom ta. Subfract line 25 from Nne 24 b 

Entn you tax from Form 1040, line 36 (plus any amount from Form 4970 indudsd on Form 1040, Nrn 39). minus 
any foreign tax credit from Form 1040. Hne 43 (Form 1040-T lesm. erhu da amount from Form 1040-T, Ni« 26) . . . 
ANwnallvo UMmim Tax. (If Ns form Is tar a cNtd under age 14.saepega7ofthelnsfrud»orw.) Subbed 
Hne 27 bom itne 26. If arc g less, entr EnSn hre end on Form 1040, tne 46 (or Form 1040-T. Nne 31) ► 


22,500 


5,850 


2,884 


Fwm 6251 t«w»» 
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1995 

Federal Statements 

Page 1 

Client 1 

JOE PUBLIC 

999-99-9999 

Statement l 

Form 1040 

Wages 




Wages 

Taxpayer - Employer 

Wages 

Federal Medi 

W/H PICA Care 

State Local 

W/H W/H 

ANYJOB 

45,000 

5,500 


Totals 

45,000 

5,500 0 0 

0 0 



Statement 2 
Form 1040, Line 6c 
Dependents 

Dependent's Name 

AMY PUBLIC 
BARRY PUBLIC 
CAROL PUBLIC 
DAVID PUBLIC 
EVAN PUBLIC 
FRANK PUBLIC 
GUY PUBLIC 
HANK PUBLIC 



R hip 


SM 8i>iei9 

die ai-iBe? 
die at-ieie 

888-88-8884 

886-88-8883 

888-88-8883 

686-88-6882 






450 


1040 U.S. Individual Income Tax Return 1995 


IBS Uii Only - Do not wriia o- aiapie m ihi» apace 


1 - Dee ai. 19M. a olh» lax year beQinnina 


OMBNo. 1S4S-OOr4 


Tov fVit ntm«irdinl|i4l LMtnwn* 

JOE PUBLIC 

row aoeW aaewltr iwMar 

999-99-9999 

II 4 lolniratun epouaa'i frti rurnt and inttui Lasinama 

Ika wi*a metal 1 i—nOar 

888-68-6888 

HoiTiaadeaia (numptr and tiraal) it yau havt aP O. box. saapaga 'i. XDl no. 

1 ANYSTREET 


Ciiy, tomna poai aliict, iiaia. and 2iPeciaa it younavaaicraignadffeaa. aaapage i < 

AUGUSTA. GA 30901 

C33 

Ea 

MatKCnackinBTai* 
will noiehtnga vow 
lax a raduce your 

s k Do you want $3 to go to this fund? 


m 

r If a joint return, does vour spouse want 03 to oo to this Klr^d? 

1 

_ 


^lllng Status 

Sacoaoa ii g 


Single 

Merried filing joint return (even if only one hed income) 

Married filing saparata reti,rn. Enter spouse's soc. sec. no. above & fuH name here ► QUIET PUBLIC 

Heed of household (with qualifyfng person). (See page 12.) If the qualifying person is a child but not your dependent. 

enter this child's name here ► 

Qualifying wldew(er) with dependent chad (year spouse died ► 19 ). (See page l2.) 


Exemptions 


mora trian iix 
tptndanti. 
lapaet 1J. 


I Youraelf. If yoia parent (or someone else) can cteim you as a dependent on his or herlax 
retivn, do not check box 6e. But be sire to check the box on line 33b on page 2 . 


} Mo of Be 
cHackaC 


b □ SDOuae 

c OeperMent 

niriraiBa/na 

r 



— 

'Z 


•— 

a 

an 

5 

■ 

■ 

ita 

1 

■ 

■ 

3 



■ 


HtNd a"iioa 

hotna in iMS 



— C 


“1 




o 

B 

HI 



■ 

■ 

R 


R 


12 


m 

c 

c 



tl 

Ena 

n 

B 

Hi 



m 






12 



c 



■ 

S 


HI 

B 

HI 



R 






12 

DAVID PU 


c H 





i:T.1:g 

HI 

B 

HI 



H 




_J 


12 



U-, p 



tz: 







' 



1 





— 


u — j 

— n 

t — } — 





■ 




R 




















' you dua to dlvorca 
or aaparatlon(iaa 
- page I4j 


d tf yoi# cNId didnl live with you but Is dalmed as yoir dep- under pre> 1985 agreement, check . 

e Total number of exenoaons claimed. . 


Wages, salaries, aps. etc. Attach FariTi(a) W-2 

a Interest Income (sea page 18). Attach SchedtJe B if over 1400 . . 

d Interest (see page 1$). OONTineweaonnnata I 8b I 

Dividend income. Attach Schedule B it over 8400 ... 


_L 


10 TeMbia refunds, credits, or offsets of stale end loctf Income taxes (see page I5) 

1 1 AMmony received 

12 Business income 9 (lose). Attach Schedule C or C-E2 

10 Capital gein or (lees). If reqtired. attach Schedule D 

14 Other geina or (kisses). Attach Form 4T97 

1I« Total IRA cOsOtoutkifta | lO | I I b Taxable emount (pg. 16) 

lOo Total peneterw end annuibee 1 10# | | j b Taabta emount (pg. 16 ) 

17 RontaJ reel estata, royalties, pertnershtas, S corporebom. busts, etc. Attach Schedide E 

10 Ferm Income or Ooss). Attach Schedule F 

It Unemployment compensetlen (see page 17) 

30a Social secirily benetita [ aoa [ | | b Taxable amount (pg. 18) 

21 Other Income. 


Add the amounts In the tar right column for Bnes 7 through 21. Thie is your 


45,000 


IJuBtments 


zae Your IRA deduction (see page 19). . 

b Spouse's IRA deduction (see page 19) 

M Moving emenses. Attach Form 3903 or 3903-F 

K One-htif ol self-employment tax .. 

N Self-employed heatth insirance deduction (see page 2i). . 
t7 Keogh ft self-employed SEP plare. if SEP, check ^ 0 . 

tft Penalty on earty withdrawal of savings 

to Alimony paid. RedptanTs SSN ► 


30 Add Snes 23e through 29. Thaee ve yw letaf 


ljuafeetf 


Subdaet line 30 torn One 22. Thia Is your 
lived wtth you (leee then 09,230 W ch8d didn't Ive with you). 


es than 026.073 and a cNM I 
Earned Income Oedir on pg, 27. ►[ 


45,000 


1 1040 (. 
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0(t995) JOE PUBLIC 999-99-9999 


S2 Amount from line 31 (adjusted {ross Income) 

33 a Check if: D You were 65 or old9. □ Blind; G Spouee was 65 or dder, G Blind. j ^ 

Add the number et bom checked above and enter the lotal hare ^ 33a | 

b II yoiY parent (or someone else) can daim you as a dependent, check here ^ 33b G 

c If you are married filing separately and yair spouse itemms deductions or you are 

a dual-status alien, see page 33 artd check here ^ 33c G 

ttamteed deductlona from Schedule A. Kne 28, OR 

34 Enter Standard deduction shown below for yow nkng status. But H you cheched 

the any box on line ssa or b. go to page 33 (o And yoix standard deduction, 

larger J It you checked box 33c. your standard deduction is zero. 

of 1 • Sngie - 13,900 • Mvried Ming /otntfy or Oualifytng wiOow(ar) - S6,550 | 

your: • Head of household - 35,750 • Married filing seperatsly - 33.275 I 

35 Subtracf Ime 34 from line 33 


your: \ • Head of household - 35.750 • Married Sling seperatsly - 33.375 I 

3S Subtract line 34 from line 33 3S 

3a II line 32 is 366.025 or less, muttiply 32.500 by the total nunUMr ol exemptions claimed on line 6e. 

If line 32 is over 368.025, see the worksheet on page 24 tor irte amount (o enter 33 

37 Taiabta InconM. Subfract Kne 36 from line 35. S 7 

38 Tax. Check H from a fl Tax Table, b Q Tax Rale Schedules, c Q Capital Gain Tax Worksheet. 

or d D^orm 8615 (seepage 24). Amount from Eorm(s) 8814 tee | 34 

33 AddiUonat taxes. Cheek if from a G ^orm 4970 b □ Form 4972 33 

40 Add (ines 38 and 39 ► I 
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6251 

Otpvimvnt of lh« Tptaitry I 
iniarnai n«v»ni/( s*>vc> 1 

Alt«rnative Minimum Tax - Individuals 

> See mpmttt tnatwttone, 

¥■ Attach to Form 1040, Form IMOUR. or Form 1040-T. 


OMe NO. IMS-Olir 

1995 

Atl«ehm«nt 

Soquone* no 32 

Napnt(s)ahown on Form tCMd 

JOE PUBLIC 


TowmeM 

999- 

MrtynMr 

•99-9999 


[ Part I I Adjurtmenti ind f^ferencea 


If you itsmized deductons on Schedule A (F«m 1040) (or you entered the emount from Fpm 1040-T, Section B, 
Nne I, on Form t040-T. line 20), go to line 2. OOierwiee, ente your standard deduction from Form 1040, line 34 
(Or Form 1040-T, Nne 20), and go to line 6 


Medical and dental. Enter the smaller of Schedule A (Form 1040). line 4 cr 2 1/2% of Form 1040. Nne 32 
(Form 1040-T Mers, enter the smaller of Section B, Nne c or 2 1/2% of Form 1040-T. Nne 16) . ' 


Taxsi Enl«r thiimeuni Irgm SencOut* A(Fvm IMON IM« 9(9 IhatotalM t»M( d inrouen 0 Form 1 MO-T. Stetion B) 

(Dartain Interest on a home mortgage not used to buy. build, or improve you home 

MIsceflaneous itomued dedueborts. Enter the amount from Schedule A (Form 1040X line 26 (or Form 1040-T. 

Section B, line r) , 

Refund of taxes. Enter any tax refund from Form 1040. line tO or line 2i 

Investment intorest Enter difference between regular tax and AfufT deduction 

Posl-1966 deprecvbon. Enter drltaranee tretween regular lax and AMT deprecieSon 

Adjusted gain or loss. Enter difivenea between AMT and regular tax gain or loss 

Incentive stoch opOons. Enter excess of AMT incoms over reguler Isx income . 

Passive actvtfres Enter difference between AMT and regular tax income or toss . 

Benefcwm of esMies and 
Tax-exempt inlresl from pnvaj 
Other Er>tv the amount. If any, 
a Charrlable confrtbubons 
b Crculetlon cxpendifires 

e Depletion 

d Depredetion (pre-l967) 

e imtaHment salet 

f fnlangible {Silong coab 
B Long-term confrects. 



16 TeW /Ndluibiieii t i and ^eiareti e— . Combine Nnes 1 through 14, 

AIttmatIv Minimum T«aW tnco'nf 


1 

3,275 


2 



3 



4 



5 



6 

( 

) 

7 



6 



6 



10 



t1 



12 



13 



14 



IS 

3.275 



16 Enter the amount from Form 1040, ina 3S (or Form 104(F-T, One 21). H less than wo. enter as a (loss) ^ 

17 Net operating loss deducSon, If any, from Form 1040, Nne 21. Entar as e positive amount 

16 ff Form f040, Vna 32 (gr Form 104^T, Nna t6). is over 6t 14,700 (over 657 .360 M married iMng aeparalefy), 
and you nemleed deductlona. entw the amount. If any, from Ina 9 of the woricshaei for Schedule A 

(Farm 1040). Ina 26 (ar Ine 9 of the worksheet for Section B. Nne L of Form 1040-T) 

16 Combine Irma I5 tftough »6 ► 

50 Aiternaave tH net operaing lass deducion. Sea pege S of tha insfrucSons 

51 AlUmoBfre Midimmi Tanabli Ineawa. Subfreet ine 20 from ina 19. (V manied fiifr^ saparetiiy and ine 2i 

e more than 6l66AB,aeapafla«flfeialnWirttrinn , , , ^ 

16 

41,725 


17 



16 

( 


16 

45,000 


20 



21 

45,000 






sa Emmptton Amounl (ff this form e tor a cNW urtdv ega 14. sea page 8 of the irefructons.) 

tr your wmg aMui la: And ■!(§ 2i la not over: Enim on Nne S2; 

angle or hoed of household $112,500 633.750 

Married fWng Joirity V qualifying wttfow(er) 150000 45.000 ) 

1 

Q 

22,500 


Mamed nng aaparaWy TSJOO 22.500 

If Nne 21 a over the amount shown above tar your Mng status, see page 6 of the instrucNore, 

SS Subfrect Nne 22 from ine 21 If wo or lass, enter -0- hare and on Nnes2Sand 28 

24 If line 23 is $175,000 a lees (657,500 or laaa N married Wng aaparalely). miittpfy hm 23 by 26% (.26). Otherwlae. 

multiply Nne 23 by 28% (.28) and subfrect S3J00 ($1,750 If married Ming separelefy) from the raadi 

as Attarnative minimum tax foreign lax credlL See page 6 of the insfruettorrs 

MBS 

■ 

O 

22,500 


24 

5,850 


mi 



26 Tentative mtatmum tax. Subfrect Irm 25 from ina 24 ^ 

Ell 

5,850 


27 Enter yoir tax from Fvm 1040, Ina 38 (plus any amounl from Form 4970 included on Form 1040, Ina 39). rrSnus 
any foreign lax credN from Form 1040, Ine 43 (Form 1040-T Mere, enlar the amounl from Form 1040-T. Hrw 26) 

-4 

5,648 


16 Altamalive Utadmum TatL (if Na term e tar a ehSd undv apa I4. see page 7 of the inefrvcbone ) Subfrect 

ine 27 from ana 26. rr wo or laaa. enlar -0-. Entar here and on Form 1040. taw 46 (or Form 1040-T. taw 31) b 


202 


FA For ppperwerti neducMoii Act Watjea. am eaperele Inetaucttone. 

Form 6251 

(1WSI 
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1995 

Federal Statements 


Page 1 

afent 1 

JOE PUBLIC 


999-90-9900 

Statement 1 

Form 1040 

WiQee 





Wages 

Taxpayer - Employer 

Wages 

Federal 

W/H FICA 

Medi 

Care 

State Local 

W/H W/H 

ANYJOB 

45,000 

2,500 



Totals 

45,000 

2,500 0 

0 

0 0 
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1040 


U.S. Individual Income Tax Return 


re yew jan t - Dec. 31. 1 


>. lax year 



tr and atreiti ir you nave a^O. boa. tee oe^ ■ 1 


II ofica. title and/iRct 


■I ytMhavea'cvarflnaadrett. tee page ' < 


► Do you want t3 to go to this fund? 

Ha 


joint faturn, doas your spouse want $3 to go to this fund? . 


For Privacy Act anri 
P a parwcrtt n adu c lo«i 
Act MoMce, aea paga ?■ 


Bata: Cheekmg ‘Vat‘ 
i*Nl nel ehanga you' 
lax V reduce yoix 


Fitng Status 

{See page 11 l 


Singla 

Married flng joint ratvn (even if onfy on# had Incomt j 

Mamad sung saparata ralurn. En*r spouse's soc. sac. no. above & fiS name hara ► 

Head of household (with qualifying parson). (Saa page 12.) ft lha quafetying parson s a child but not your 
aotar this child's name hare ► 


Qualifying widowfa) with dependant child (year ^)ousa died ► 19 ). (Sea page i2.) 


Exemptlona 

(See page 1] ) 


I Youraatf. If your parent (or someone atsa) can claim you as a dependant on his or her tax 
return, do rtol shack box 6a. But be stre to check the box on Hna 33b on page 2 . 


b B Speuaa. . 


) NO. 01 boxe 
I enacbeoon 
Saanatb 


c Depandanta: 

p) Ten Name Laainame 

PI Oeaenderc'a aocrti 
tetifitynunTDae itoorn 
m IMS aaeMSeO 

PI OapenMnrt 

I ratai'OAthip loyou 

WNooimoi neoiywx 
lived in ymx cmiiranon 

homiinitK Sc who: 


. Child 

12 aiMadwilhyou 


Child 

12 • OIMT live wilh 




oriaparallon pee 


1 


1 ar > 




Dependenie 




tnitred above 


d If yotf ehM cMnltva with you but is dalmad as vote dap. unda pia-1965 agraamanL check . . pQ AaomenDtrt 

a Total number of atampkons eiaimad l^rabw ► | 4| 



7 Wages, salarm, bps. etc. Attach Farm(s) W-2 

— 


mm 

im 

1 93,870 

r: 

income 

■a Taaabta Inlarast income (saa page tS). Adach Sehadula B rf over $400 . 



g 


IZ 


b TcK^aaOTipl intBrast (saa page t$). ooN'TKa.aeaniawMSC. . 2 . 

L“ 

J 5, 6111 




aCMM 

$ OivMand income. Attach Sehadtie B if over $400 




L* 

959 


SevMiW-t. 

14 TaMbia refunds, oradits. dr oftsacs of stale and local tncoma taxes (saa page t$) 


■3 



w-aOieM 

11 Alimony racarwad 




Df 



II you aid not 

12 Businaas Income or (ioaa). Atech Sehadula C or C>ez 




El 

■■■■■ 

;□ 

19 Capital gain or (loss), ff raquirad. attach Schedule P 




El 



tee Mae lo, 

14 OOw gams or (loaras). Attach Form 4797 






■ ““ 

CwiMe. eui do 

1$a Tow nA dtotribullom 1 16a I 1 

1 

Taxabia amount (pg. 16) 

IE3 



per'"«n( eod 

ica Tote pansiona and annuitiaa I4a 1 

J 6 

Taxable amount (pg. 19) 

d 

HHHHHI 


Mymen) vouener 

See page M. 

17 real aslata.royvKm. partnerships. Scorporatioru. busts, ate Attach SctwduiaE. . . 


KM 



11 Farm Income or (loai). Attach Sehadula F 




an 


□ 


19 Untmpioymanl compansakon (saa page I7) 




El 




208 Social security banafie | 208 [ | 

J >» 

Taxable amount (pg. 18) , 

EM 




21 Othv income. 




El 




22 Add the amounO In the far rtghl column fa Unas 7 ihrouoh 2i. This a vou 

low Incciwa 

. . ► 

1 22 

98.230 


Adjuetments 

298 Vow IRA deduction (see page >9) 

230 






to Income 

b Soousa's IRA daduebon <saa page i9) 

23b 


IHI' 

■ 




24 Moving a^wnsas. Attach Fam 3903 a 3903-F 

24 



■ 




26 Ona-haH of sefl-amploymant tax 

2$ 


^Hil 

■ 




90 Sait-amployed haaflh inswanca deduction (saa page 2i ) 

20 



■ 




27 Keogh 6 satl-amployad SEP plans. If SEP. check ► □ 

27 


Hi 

■ 




20 Panafty on aarty withd'swal of savings 

20 


hb] 

■ 




29 Alimony paid. Radplanrs SSN > 

20 


^■1 

■ 




90 Add Snoi 23a through 29. Thaoa are vow IBM artaMaiints 




nl 

0 



1 

!l 

HI 

98.230 



Pvm 1040 (tSM 


'EXHIBIT 3' 
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Form 1040(1995) 


T«x. 

Compu- 

tatlofi 


Ih« iRSlo 
ii^raygir 


t Amount from lino 31 (adluotod gron ineemol .... 

I a Chock it: □ You wora 66 or otdar. □ Band: □ Speuao was 65 or old«. □ Blind. 

Add tho nuirtMT gf bOM checkod abovo and ontar the total haro ^ asa 

b If yoir parofil (or aomeono olM) can claim you aa a dapondanL chock Iwo ^ 33b 

e If you aro marriod IHng nparataty and your apouaa itaiTUao daducbena or you are 

a duat-atalus alen, see page 23 and chock haro. b 33c 

y WaiBhart6adMCl*o«ia fromSehodiaoA.lno26. Oft 
. gnbr Blwitfaril dadyeton anown baiow (« yotf Mng ataiua. 6ul N you c h oc k ed 
iho XY b« on One S3a or b. go to page 23 to Ind you standard deducaon. 

targar J H you chadtod box 33e. yotr standard daduetton la nro. 
of ] • Sngla - 63.900 • Marrlad fling /oMty v Qualifying wldw{ar| - S6,SS0 

your: \ • Head of household > 6S.7S0 o Marled Mng aaparatsly - 63.276 

; Subfract Una 34 from Hna 32 


31 H ana 32 la 686,029 or lasa, munply 62.S0Q by (he total number of exompHona elaimad on line 6e. 

It Ina 32 la over 666J)2S, sae the workahaal on page 24 tor the amount to enter 

37 TcaMa Ineonia. Subfract Una 38 from Hna 36. 

II lint M M mvt mm iwt S. tnl* -«• ■ 

36 Tax. Check If from a 8 Tax Table, b 0 Tax Rata SchadMoa, c D Capital (tain Tax Worksheet. 

or d Q Form 66tS (aaa page 24). Amount from Form(e) 6814 be | 

39 Addflonel toxas. Check If from aOFcrm4970 bOForm4972 


I Add Bnae 38 and 39 b 


42.654 


55,576 


7.691 


7.691 


Credits 

(Sti ptgt 


41 Credit for ehUd and dependent cere emensae. AtL Form 2441. . 

42 Credit for the Mdarfy <r the dtaablod. ARach Schedule R 

43 Ftfoign tax eredlL Attach form 1116 

44 Other credita (aaa page 26). Chodi H from a Q Form 3800 

bQForm6396 enForm8a01 dQForm 

49 Add Unea 4i through 44 


46 Subfract Hna 45 from Hna 40. If line 45 «s more lhan One 4Q. entar -0- b 



Other 

Taxes 


47 G ad a mp toyment tax. AtL Seh. SE 

46 Aiiarnattve minimum tox. Attach Fvm 6251 

49 AacaptiM taaaa. Cheek if from aQFarffl42$S bOformaeil cQFarm8628 

M Social aaeurtly and Madicara tax on bp income not fsporlad to employer. Attach Form 4137 . 

61 Tax on quaMlad ratframant plane, induding iRAa- If required, aflach Form 6329 

62 Advance earned IneonM credit payments from Form W-2 

63 llniiaahniii empleyment tuea. Attoch Sehodute H 

64 Addlnoa46tffrouahS3.TfitHav 


ayoixb 


69 Federal inoome frw wfthhald. ff any is from f crm(a) 1 099, check b Q ' 

66 1996 eatlmatodtoxpaymanti and amount eppUed from 1994 return . . 

67 Cited kieqme cradW. Attach Schedule 61C M you have a quakfying 

chHd. htontexabto oernod Income: amountb [ ] 

and type b 


Paymenta 


NO 


66 Amount paid with form 4868 (extonemn request) 

It Excess soctel aecwify end RRTA tex withheld (see page 32) 

60 Othv paymenb. Check If from aQForm2439 bQFarffl4i36 . . . 

61 Add ines 66 frrqu^ 60. Theee t rotf totM peyiw en t a - 


17,944 


Pshintf or 
Amount 
You Owo 


62 if Ine6l is more than ana 64, subfract Una 54 from nne6i- TWa la the amount you OVEHbAtD 

63 Amount of Ina 62 you went NCFUNOCD TO YOU b 

64 AmountoHne62youwantabPUEDT01fiaESnmTEDTW.. b | 66 I | 

66 (f Irta $4 is mom tfian Ina 61, subfract line 61 from tine 54. This b the AMOUNT YOU OWE. 

F<r dataib on m to pay end use Form KMO-v, Payment Voucher, sea page 33 b 

aa Eabmatad tox ooha»y H— Pay 33). Abo *hc*wto on bna 69 I at I 


s/n««rMn«<ie<«re«r|ivy («KW< ina< inrvVMAminM irMr^IvntnAMCOMMnvvie tcri*«wet M il«Ifmtnll. «n4lo till Mil ol ntykt 
lhfyir«irut c«T««|. «n4ew0ltl« 0««lirilianalpr«Mrv(«ir<«rlh4AIUMy*nfM»tilai<llnlermillonol«’hcriB'«Mrr' 


Sign 


1 

X Vov i>eutirt 


j D*l* 

1 vow OCTVNllOn 

.. 1 . 1 

r 



SERVICE- INS 

ol tniirtiwn 
l« you 

^ Spouii'i ii^rwa 1 

1 a lonirtiwn. BOTH muc< (ign. 

1 Oai« 

1 Soouaa’t occupation 

HOUSEWIFE 
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... 6251 

0«parini«nl of tho TroMiry 
intomsi Rowonuo Swbo 

Alternative Minimum Tax - Individuals 

> Sm Mpvtts Instructton*. 

> Attacii to Fgrm lOM, fom lOIOWn, or Form lOto-T. 


OMO No. IS4&.022T 

1995 

AtiKhmeni 

Saquanca No. 32 

VimNii • ftewfi on F onn i MO 


Tflwaoaw 

'McwmrfMNMr 


I Part l I Adjurtmento »nd Praterancea 



ir you Itomiad doducttons on SchedUo A (Form 1040) (or you entoroo the emount Irom Form 1040-T. Section Q, 
line t, on Form 1040-T, line 20). go to Hne 2. Othermse. ento your stendarO deducUon irom Form t040, line 34 
(or Form 1040-T. ine 20). and oe to Mne 6 

1 



t 

Medical and dental. Enter the smaller of Schedule a (Form 1040). Hne 4 or 2 i/2% of Form i040. Nne 32 

(Form 1040-T Hers, ento the smaller of Section B, Ine c or 2 1/2% of Form 1040-T. line I6) 

2 



3 

raxM enia-lhaamquntirdmScnaduWA^ffm i044i.i.na«<ar (halMaiofsnat dirvau^e«r^<r"i*4«<>-T-S*r"o" 9) 

3 

9,110 


4 

Certain mlareal on a home morloaga not used to buy, buSd, or improve yotr home 


4 



S 

Miseelineous itemized deductions. Enter me ernouni Srom Schedule A (Form 1040). bne 26 (or Fvm i040-T, 


<"^^^07641^ 

> 

« 

Refund of taaa. Enter eny tax refund irom Form f040, Hne fO a kna 21 


f 

( ' 3,130 

) 

7 

inveatmanl interast Enlar diffwenee between regular (a> and AWT deduction 


7 



1 

Post-19W depreoanon. Enter dWeranca between regular tax and AMT depreciation 


8 



9 

Adjusted gain or loss. Enlv diffaranoe between AWT end regular tax gam or loss 


• 



10 

ineenave sloch opUons. Enter ea 

MS of AMT Itieome ova regula tax income 





11 

Passhe acllvtttes. Enta- diflarance between amt and regular tax income or loss 


Ljj- 



12 

Benefcianea of astoles and busts. Enter the amount from Schedule K-i (Form 1041). bne 8 


nr 



13 

Tax-exempt Interest from pnvate adMty bonds issued Mm i/7166 


13 



14 

Other. Enter the amount if any, fa each item and entar the total on kne 14. 






a Charttabfe conMbufons .... 



ft toss /ImAtfons 








b CIrctSalion expenditaes 



{ Mining costs 








e Oepisfon 



1 Patron^ adjuMment 








d Oepraelallon(pre-1987) 



Ic PottuOon eonboi fscfitiaa . . 








e Instalment sales 



1 Rasoach and axparimenisl 








f intangRile Mng oasis j 



Ri TaxahaftaiwmactMfet . . 








B Long-torm corrfreds 



' n Related adjustments 




14 



If 

Total AdMUMAto Md PraleranBei. Combine knaa t through 14 



If 




I Pmt M r ABimrtIv Minimum T<k«W Income 


13 

Enta the amount from Form 1040, Una 3f (or Form 1040-T, Une 21). if less than zao. enia as a (loas) 

...► 

:R3 

■i^BQ 

im 

17 

Nat opareMng loaa deduction, if any. from Fam 1040. line 21. Enta as a oosiiive amount 


na 



If 

If Fam 1040. Ine 32 (a Fam 104<V<T. Hne 16). ii ova 61 14,700 (ova $57,350 M married mng sepaaWy). 

and you iterntzed deducions. entor the amount, if any, from kne 9 of the worksheet fa Schedife A 

(Fam 1040), kne 2B (a Hne 9 of the worfrsheei fa Set^n e. line i. oi Fam i040-T) 


1 

1 , 


19 

Combine knes 16 through 16 

...► 

EX 



20 

AilaneOve tax not opaeing loss deduction. See page 5 of the insfrucbons 


EX 



21 

Altomoth/e MMmum Taoble ineome. Subfraet sna 20 from lira i6. (H married mng sapweieiy and Hne 2i 
to nne than ti66A)0. tae paoi 6 of the lrtofruoOone.i 

...► 

□ 

82,205 



\ Pirt W r Ew wi ii ttow AmguiiC intf AWtfmUw Ml nlin u m Tp 


22 eamptton Anoont (if thii tom to fa a ehMd undv ege 1«. tee paga 6 of the tnsfructtone.) 

IfyewmnBtotouoto; And lineal Is not over. Entveninea: 

angle a head of household $112400 $33,780 

1 

EX 

45,000 


Marled Mng sapoatoiy 75400 22,500 

If kne 21 to ow Oa amount shown above fa yoa ftong status, see paged of the inefructtens. 

23 Subfraet kne 22 from kna 21. if zao a less, enta -0- hare end on knes 28 end ZS > 

24 If kna 23 to 6176400 a leia (687400 a tou «r marled itong sapaatoty), miMpty kne 23 by 26% (.26). Obowtoe. 

mtMply kna 23 by 26% (.26) and subfraet 63400 (61.750 M maniod flNrig sapaatoly) from the resuii 

H 

El 

37,205 


M 

9,673 


26 AftmafvemfnfrimmtoiterelgntoKqecgt See pega € of Oia iwsfrucfons 

26 TentoUve minimum tox. Sitofreel Ine 26 from kne 24 to 

27 Enta yov In from Form 1(W0. Hne 36 (plua any amount from Form 4970 inOutoedonFom lD40.kno39). mious 
any foreign tox oedK from Fam 1440. kne 43 (Form 1440-T Mrs. enta the amount from Form 1040-T, Ine 26) . . . 

20 ANentdOwe Mtohnum Tot. (II thto lam to ta ■ cNU unda age ta. see page 7 of too msfruefrone.) Subfraet 

kne 27 from Ine 26. if are a toa. enar -0-. Enta hero and on Form 1040, tow so (a Fam lOso-T. kne 3n to 

26 



26 

9,673 


27 

7,691 


16 

1.982 



KPA ForfipMB B ii in xueiio w actiipa M .— >wp—n»wtru ca ei i» i Fvm62S1(tn*) 
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2106 

Dtptrlmvnl ol tn* TcMMy 
lnlvnain«v*nut 

Employee Business Expenses 

S too oapma tnaSuebona. 
b Attadi l» Form 1040 or Form IMO-T. 

i OMB No. ises-013« 

1995 

1 Seauenee Ma 54 

Veir nMKt 


OcciSMIitfi v> ortich expenses a>ere eewred 

SALES -OUTSIDE 


I Part t i Employee Buelnees Expenses end Reimbu r s e ments 


STEP 1 Enter Your Expenses 

Colunm A 

Olhar Than Meals 
and Enlartunment 

CdlumnB 

Maaiaand 

EntartaInmenI 

1 VoteclB expense tom Ilne22arline29 

7 Partlne taes. Ids, and tanspertatton. Including tain. bus. ate., dtai 

1 

12. 706 



7 

110 


3 Travel oxpenae wtait away tom home ovamight, including lodging, 

arplane. car reimi. etc. Oo not tidude moals and entartainment 

3 

2,367 


4 Business expenses not included on Inos t through 3. 

Do net Include meals and enlartalnfflenl See . StiQt. .6 

5 Meab and entertainment gxponeee (see inttueOons] 

• Total eipenaaa. In Column A, add Inaa l through 4 and entar the rasult. 

In Column B. entar the amount tom line 5 

4 

4 , 765 



^ 


i 



4,216 

11 

• 

20,028 

□ 


' 472^^ 

r 


Net*; H you ww* not fflinSuraed tar onyo^MnsM In Slop l, Mp In* 7 ond OMv Dw imounl Irom In* 6 onino S. 


STEP 2 Entec Amounts Your Employer Gsve You for expenses Ustsd in STEP 1 


7 Enter ainounta your •mptoy«rOi'« you IMwor* net roportad to you In box 1 o< 
form W>2. Indudt any amount raporlnd urtdor eoda V In bos t3 of yot# Form W-2 
(taotafeudionat 1 7 


STEP 3 Figure Ex p e ns es To Deduct on Schedule A (Form 1040) or Form 1040-T. Section B 


• Subtad llrm 7 tom Ina « 

• 

20,028 

L 

IT 

4,216 


Nota: If Sa«teoiuniMorino4areara.otaslMr«.tfColumn A Slats than jero. | 

raport mo amount « inoome on Form 1040. Ine 7, or Form 1040-T, Ine t. i 







• In Column A, onlar mo amount tom Ino A (tf are or taaa, ontar -0-). 1 

In Column B. muSply the amount on tno 4 by 50% (40) 

Hi 


H 


2,108 



1 

22.135 



For p apww n rt f Wi Si rln n 4d Wasoe. em SiaS ucS o n s. 210$ pms 
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F«rm}lO*(l 0 M< 2 



Dieto.) 

Section A. - General InformatloR 

(a) vehicto i 

n)VeNcle2 

11 Enter the date vehtcM was placed in 9«vice 

12 Total mNes vehicle was tfiven dtjing 1995 

1% Business mles included on line 12 

U Percent ol business use. Divide line 13 by line 12 

IS Avareoe daily round rtp cofnmubng detance 

10 Commuting miles included on nne 12 

17 Other personal miles. 

Add lines >3 and 16 and subreel the total from line t2 

11 

4/01/90 


12 

39,103 miles 

rnitas 

13 

36.74 5 miles 

rrales 

14 

93.97 % 

% 

IS 

miles 

mSes 

IS 

mHes 

miles 

IT 

2.356 milsB 

mSes 


II Do you (or your spousa) have tnottw veNctA avtiiabia (9 penootf ptrposn? B Yea Q No 


If If your employer provtded you wNh a vehieie. 4 peraonal use dinnp hous permiRed? 0 Q No B Notappaeabia 

20 Do you have evidence to sia»port your deduction? B □ No 








460 


Credit For Prior Year Minimum Tax- 
individuals, Estates, and Trusts 


^ AttMft to yew In rotum. 


Pirt I N«t Minimum Tax on Exdualon Itama 


1 CombtnaHnM 16 Rrough tSttyoir 1994 Form 62S1. EstilBsand tusB. M* insYucbons 1 

} Enlw •diusimonto inO pr«lvoneM>MM u oxcliAion iioms. Sm inskucfiono 2 

3 MIntmum lu crodlt not oporolmo loss deduction. See inst’uctions 3 

4 Combme lines 1. 2, and 3. If zveor less, enter -tt~ here and on line 15 and go to Part ll. If mors than $165,000 

and you were married Mng separaielv for 1994, see ira2ue$orB 4 

6 Enlv $45,000 ($33,750 If Single or head of household for 1994. $22,500 <f mamed Mng sepvaMy lor 1994). 

Estates and feisB, enlar $22,500 5 

a EnBr $150,000 ($1 12,500 M single or head of houserioid for 1994. $7$.000 if married Sling separately for 1994). 

Estate and ^usB. enter $75.000 a 

7 Subtaet Hne 6 Irom ine 4. II zero or tes, entv -0- here and on brie 6 and go to bne 9 7 

i Miillptylino7by2S%(.2S) $ 

9 Subject Hne 6 from Ine 5. if zero or leas, enter -0-. if thts form is for a chid und« age 14, see inaSrucaor« a 

10 Subteel Ine 9 from Ine 4. If aro or less, enter -0- hmt and on line I5, and go to Part 11. Form I040NR Slera, 

see insfrucbons io 

11 If Ine 10 la $175,000 or tes ($87,500 or tea rf mamed Mr^ sep^ataty for t994). muHtply «ne lO by 26% (.26) 

Otherwise, mtittpty bne 10 by 26% (.28). and subfraci $3,500 ($1,750 if married Mng sepvalely tor 1994) from 

Die reaiit ii 

12 Mtnirmjm toll foreign te oredit on aBieluaion Items. See irsfruefrorB 12 

13 TentaUve mlnimuffl te on exeluaion Itens. SubfrectHne 12 from Ine 11 1 $ 

14 Ente the amount from )io(fr 1994 Form 6251, Ine 27, or Form 1041, SchediieH, Ine 38c u 

II mt Iidnteiae tet on aa clu Uaa Itene. Subfrect lr>e 14 from ine i3. tf aro or tea, enter -o- I ' 


rKT-j 


in 


1$ Entar 9ie amount from your 1994 Form 6251, in# 26, or Form 1041, Sehedtae H. Bne 39 

17 Enlv B« amourri from Ine IS above 

II Subfraet Ine 17 from Ine 16. H tea than «ro. enter as a negative amount 

1$ 1M4 leanfenum tei eredtt cm yiene e rd. Enter the amount from yoia 1994 Form 6601. bne 26 

20 Entar the totU of your 1994 un al owed gphan <frug eredtt. 1994 unaloweO noneonvenOonel sotree fuel credH. 

and 1994 unatowed quaMed atacfrt e veMds aedfr. Sea inafructions 

21 CombMa Ines 16. 1$, and 20. If mo or tea. clop bare end see irteucflons 

22 Ente you 1996 regular Income lailebittyrninua aloweoieaedils. See inefruesons 

23 Ente me emounl from yoir 1996 Form 6251, Ine 26. or Form 1041, Schedulel. Ine 37 

24 Subfreet Ine 23 from Bne 22. If aero or tea, erte ‘-0> 

26 BUrteHMi tel Crete. Entar Oia teHHer of Ine 21 or Ine 24. Also entar thts amount on the appropnaba bne of you 
1996 te return. See Inatrudona . 


IDI 

liai 

Ieii 

nil 


E3II 


Ell 


150,000 

0 


EOEEQI 

Mmai 


leif$$. Subfreet Ine 25 from Ine 21. See IrteucSona . . 
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3468 


OwtrtnwX o' tN TiMUfy 


CompifUttofi of tnvastment Cradit 

» AllMli t* fM tnratMm. 

► 8clw t ( t iMli mi Ciwi^ Iwu mm iH t Ck<K) on h«dL 


Hiss 


Nvntts) M «om on r«wn 




(Sm Instruction D' 


A I olnct to mcfMM my ouMtfM l n wo oti no n t to 100% tor cortom eommutor hi^wcy voMcM* ptocod in torvic* before Jenuery 1 . 1986 (section 46(cX6)) 

■ lelectteiflcroaMinyqueliftedinveetfflentbyeliqueirtiedpratresseiieenditurMmadtthisenOaHlatertaKyBers 

Enter total Qualtfied pro^oss espen dl turet indudod m column (4>, Part fl ► 

C ldeimfuWcmdWoftcertemibipaundeTiectien46(aX3)(Seet«iOycttentfofdetUle.) . f 


ollfled Invoftmont (Sm instructions for rules on autMnoMes and other property with any personal use) 


1 Roctnery Property 




Section 48(q) Eleetien to 
Reduce Credit (instood 
ofedjuei^beeie) 


i M o n re c oierY preperty C ntortotateueaWedwtiiei ti riei i lfSeeintoruetienstcraiieft .... 
i Wear commuter W^ti y eehtcte E nter tetel queltned b w e it i n ent gee tnetruetten 0(1» . . . 

4 Ueed cammutof tiyiwey uehi e te EnterteteleuelWtodi n > wUi ie<i t <SeelnstTucbenD(l» . - 
I TeW caMfled toyeetaieiit to 10% preperty Add brtes 1(e) thrauph lOiX 2. 3. end 4 (See ir 

special Hirws) 

4 Q u eWtodrehablW taii or ni pin dtt iiree- Enter totilqueiHiedlrweetment ter'. 

a 30-yeer*oW bulMlnfs 

b aOyeeretd buHdinp 

e CertiftedMetorieetruetufes (You muet attach WPS centti ceo en s ee weeucitene) . . . . 


» 10%«tllneS 

• lS%erilne6a 

9 20%afttrM«P 

10 29%«fllMCe 

11 OedK tmm c oQpe n tW es E nter wpularlrw eiti Tie H t credit from c o oper et taes . . . . 

12 ttoputirim mst nientcredW Add Mnei 7 ttweiu^ 11 

IS Budneai enerp inweit m eiit credit- ^ mm ane 11 ot Scrutouie > ( eee Se c* e< ttoe town) . 
14 CmieitieeriHie^iierttiddR AddUneelgeiidll 


IS e indMOali rfemPqrmlOSO.entorewgumfrenillne46 

b Cerporettone riemPenn 1120. Schedule J. entorttoftomlina3(er Perm 1120A Part l.llnel). 
c OthartWws C ntorincema tea batoreciedWe tram return 


b Cerperabane riew Perm 1120. Sctiadula J. entor cradNa from iiMa 4(a) through 4(a) (Fenn 

112MWan.anSarwe) 

c Othart H a r a S aaiiumicBana tor line 16c 

17 lneemetaillablMyaBad|urtad(eubtiecttlnalStremHnel9). 

II a Enter »«a Haretanal7orStS.OOO-<SeeinebuctienitorlineH? 

b Nltnal7laiiMrethanS2».000— EntarS5%efthemas. 

IP hiw et mant credit bmnahon iWllnaalSawdlSb 


ToMilbwedaedN— enter the anultoret line 14 or line 19. Ttoa la your Oew e rel mton ei e Credh terlSSS. 
Emar hare and on Fonn lOiO. bna 40.- Farm 1120. Sctiaduie J. hne4(l>; Form 1120A Part I, Mna2 ;ertha 
pnpvllnaefeOMnetums 




□ □1 
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F<nnJ<M(l9W) 




Sch«4uU B. i uai wM Entfgjr tnv«stm*nt Cr«ilt 




Fiieai r«ar Filar* 

Th* business energy investment credits 
shown on this page may be claimed only 
tor energy property placed in service by 
JecamberSl, 1986 (except for cartam 
hydro* tectric generating property, which 
may tie placea in service by December 
31. 1988). 

At the time we printed this form it was 
uncertain whether Cor^ress would 
extend this deadline. We will use news 
media and other means available to 
prmide you with information and 
instructiona on any change. 


Initnictioni for Schodulo B 
(Form 3468) 

Energy property must meet the same 
requirements es regular investment credit 
property, except that the proviiioits of 
aectiorts 48(a)(1) and 48(aX3) do not apply. 
Set the seperatb Instructions for Form 
3468 for definitions and rules regarding 
regular investment credit property. 

Energy property must be acquired new. 
See sections 46(bX2) and 48(1X1) through 
(17) for details. 


See section 48(1X17) for special rules on 
public utility property, and section 48(1X1 1) 
(es amended by the Crude Oil Windfall Profit 
Tax Act of 1980) tar special rulaa on 
property financed by Industrial Development 
Bonds. 

Spedfle Inetnjctftma 
One CredN Only. — h property qualifies as 
more than one kind of energy property, you 
may take only one credit for the proper^. 
Unea 1. 3, and 5— Type ef Property.— 
Fordefintbonof r acov ^ end nonre c ova r y 
property, see the separata Instructions for 
Form 3468. 

Una 1 — Column (2). — Use the cede 
letters from the foltoinng list to indicate the 
kind of property for whim you are claiming 
a credit. If you enter more then one kind of 
properly on a line, enter the coda latter for 
each kind of property in column (2) and the 
coda letter and dollar amourrt of each kind 
of property in the right hand maifin. 

The code lettars..oia:" 

& Btomipsprdperty 

b. (?ualrfied intercity buses (see section 

46(rx 16X0 tar the Itmitabon on 


queinted investment tar intercity buses 
based on the increase in operath^ 
seatirg capacity) 

Una 3.— Figure your quallfiod irrvestmont 
in hydreetecthegenoraiting property. If the 
instolM capacite is more then 25 
magewatts, the 1 1% energy credit la 
elowadfof only pert of the qualifiad 
in ve s tment. See section 48(1X13X0. 

Inthespecapnwktedin line 3. enter the 
megawatts capacity of the ganeratof as 
sfM^ on the nameplate of the ganarator. 
Una 9— Cetenrn {Z\—09» the cade 
Mtera from the taMowing Hat te tndkato the 
kind of property for whim you are cteiming 
■ cradiL Be sure to put the cod* or codes on 
the lin* for the correct recovery period or 
life years as axpiiinad in the instructiors for 
Hne I, column (2). 

c. Soier equipment (but not passive solar 
equipm^) 

4, Wlndequipmertt 

*, Ocean thermal equipment 

f. (teothermal equipment 

See sections 48(1X4) and 48(IX3XAXviii) 

and (ta) for dafinitiorB and spiKtsI rule* that 

apply to these Unds of prop^. 
















